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FEES COLLECTED IMDER 

THE SECURITIES ACT OF 1933 AND 

THE SECURITIES EXCHANGE ACT OF 1934 



WEDNESDAY, BfARCH 24. 1999 

U.S. Senate, 

COHHITTEE ON BANKING, HOUSINO, AND URBAN AFFAIBS, 

SUBCOMHITTEE ON SECURITIES, 

WasMtigUm, DC. 
The Subcommittee met at 10 ajn., in vxaa SD-538 of the Dirk- 
aea Senate Office Building, Senator Rod Grams (Chairman of the 
Subcommittee) presiding. 

OPENING STATEMENT OF SENATOR ROD GRAMS 

Senator GrahS. I would like to call this hearing to order. 

Good morning. Today, the Subcommittee on Securities is meeting 
to receive tesmncmy on and consider the effects of the excesmve 
fees collected under the Federal securities laws and their impact on 
the financial markets and on the economy as a whole. Since their 
enactmrat in the 1930*8, Section 6(b) of the Securities Act of 1933 
and Section 31 of the Securities Exchange Act of 1934 have auth(n^ 
ized the assessment of fees against securitiea r^pstrations and 
transactions on the securities exchanges. For most of their exist- 
ence, these fees have remained conaistoit with their intended and 
appropriate purpose — to reimburse the Government for the costs of 
me Securities and Elxchimge Commissicai (SEC) Tegulatioa. It is 
encouraging that all the witnesses this morning have noted in their 
written testimoiv that they supprai fiiUy fimding the SEC — Ihsy 
just do not want to do it five times a year. 

Since 1983, these fees have risen to a level which has surpassed 
Uie nnnnwl SBC's budget, thus making the agency a net contributOT 
to the Fedwal budget. Althou^ the National Securities Markets 
Improvement Act of 1996 was a good first step to a long-term solu- 
tim, woik still remains to be done. 

To illustrate just how excessive these fees have become, the SEC 
requested $360.8 miUicai for fiscal year 2000. Collections of Section 
6(b) and Section 31 fees in fiscal year 2000 are estimated to exceed 
$1.5 billion — and if history repeats itself, that actual amount will 
likely grow. If these amounts are in the ballpark, the Federal Gov- 
emmrait collects nearly five times the SEC^ budget in user fees. 
Nonoally, this practice would be disturbing. However, in a time of 
lugh budget surjduses, it is incomprehensible that we would con- 
tinue this backdoor tax on capital formation and investment. 
(1) 
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Althou^ critics will deride proposals to reduce these colleetionB 
as tax breaks for Wall Street, the facts do not support his asser- 
tion. That is because Wall Street firms pay transactifni fees cmly 
when they are trading for their own account, and do not pay the 
reostration fees on securities that they underwrite at all. 

The fact is that every investor in ^erica is paying these back- 
door taxes. When a yoimg couple saves for their children's college 
education, they pay this tax. When a retiree invests his or her 
retirement in we market, they pay this tax. When a |>en8i<m fund 
invests its capital in the market, tne individual partiapants in the 
plan pay the tax indirectly through lost capital. And tnia example 
only covers the transaction fees. 

When Section 6(b) fees are also considered, the impact is even 
more dynamic to the entire economy, because excessive registration 
fees remove capital from the economy before it has had a chance 
to even grow. If the nearly $1 billion in collections are allowed to 
be used b^ American businesses rather than being sent to Wash- 
ington, it 18 anyone's guess how great an impact it could have. How 
many jobs, how many businesses, how much economic growth could 
American businesses provide annually by leveraging this monesr? 
Could it be $2 billion? $5 billion? Or $10 billion? Clearly, reducing 
the bfuriers to economic growth must continue to be a goal, and re- 
ducing these fees is a very good first step to reducing the cost of 
economic growth. 

I look forward to working with the panelists and other interested 
parties to try to find some workable solutions which ensures reli- 
able funding for the SEC while reducing the burden on American 
invest(n:B and on American businesses. 

Senator Bunning. 

OPENINO COMMENTS OF SENATOR JIM BUNNING 

Senator BUNNINO. Thank you, Mr. Chairman. 

I would like to thank all the witnesses for coming before the Sub- 
committee to testify today. 

User fees should be used only for the purpose for which they 
were collected. They should not be used to balance the budget. The 
budget is balanced. We are currently collecting way t(M much 
money in user fees than the Securities and Exchange Commission 
needs to offset its budget. 

This backdoor tax on capital is an unfair burden to investors and 
to brokers. With more and more pe<^le investing in the market, fee 
collections have boomed to outrageous levels. These fees are passed 
on to the investor. Many of these are small, first-time invest<n«. Al- 
though the fees are a small percentage, and that percentage will 
decrease over the next 8 years, the SBC still will be collecting 
much more money than it needs. This rncmey belongs to the tax- 
payers and should be given back. 

I do believe that the SEC needs adequate resources to fulfill their 
mission, and with the explosion of small investors and the rel- 
atively new options such as on-line investing that are bringing 
more and more new investors every day, the job will only become 
more difiicult. But we can still fulfill their budgetary needs and 
give money back to the taxpayers. 

I thank you, Mr. Chairman. 
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Senator Oraus. Thank you veiy much, Senator. 
Chairman Levitt, we welcome you to the Subcommittee and we 
look forward to your opening statement. 

OPENING STATEMENT OF ARTHUR I^VTIT 

CHAIRMAN. U.a SECURITIES AND EXCHANGE COMBOSSION 

ACCOHPANIED BY: 

JAMES MoCONNELL, EXECUTIVE DIRECTOR 

Chairman T.ii!vrrr. Thank you very much, Chairman Ch*amB and 
MembOTS of the Subcommittee. Thank you for the opportuni^ to 
testify teday r^ardine the SecuritieB and Exchange Commiamon's 
foe collections and funding structure. 

The Federal securities laws direct the Commission to collect 
three differait types of fees: Registration fees, transaction fees, uid 
fees cm meners and tender o£Enines. 

The SEC% fee collectims have Deen a subject of ccncem since 
1983, when the Commissum first b^an contributing more to the 
U.S. Treasury than was required to fund the ageo^. This situatim 
has been exacerbated in recent years as tremendous maiket growth 
has pushed fee collections far bcgrond initial projections. These pro- 
jections were based on a fee structure that was revised 3 years agft. 

The National Securities Markets Improvement Act (NSMIA) in 
1996, mandated a fee structure designed to do four things: One, re- 
duce total fee collectioni^ two, extend transaction fees to the over- 
the-counter market, instead <n only the exchange-listed securities; 
three, provide the SEC with a stable, long-term fim^ng structure; 
and fotir, reduce the SECs reliance on fee collectiixis, thereby in- 
creasii^ the amount of new bud^ authority to fund the a^enc^. 

Specmcally, the legislation set in motion a gradual reduction in 
registration fees over a 10-year period, so that fee collections would 
be more closely aligned with the funding needs of the SEC. 

In addition, those transaction fees were extended to the over-the- 
counter market in an efibrt to treat comparable securities in a con- 
sistent manner. As I e^)ect that }rou will agree, because these fees 
collected by the Commission are tied to market activity, they are 
nearly impossible to predict with any degree of accuracy. The fee 
rates in the NSMIA were based on projections of nearly 4 years 
ago, and I think it is fair to say that a lot has h^pened over that 
period of time. Our markets have eiqwrienced almost explosive 
growth, and the result has been collections that are wiQr above 
what was estimated. 

While the NSMIA has succeeded in eliminating the funding un- 
certainties that surround the agents funding, it has foiled thus 
far to reduce collections. Efibrts to undertake a furth«' ccnnprehen- 
sive fee reduction have been restricted by several foctors, including 
the Budget Enforcement Act (BEA). That Act splits our fee collec- 
ticms into two different categories: Mandatory and discretionary. 
The mandatory fees — ^those that are deposited directly into the 
Treasury and are unavailable for SECs lunding use — account for 
about 70 percent of SECs collections. The discretionary fees — those 
that are available for use by our appropriators — comprise the re- 
maining 30 percent. And because the mandatory fees are protected 
by BElA rules, they cannot be reduced without a doUar-for-dollar 
increase in revenues, or a decrease in Federal spending. 
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I absolutely recc^nize the seriousness and the magnitude of this 
issue, and I have to say that I endorse the observations made in 
your opening statements. 

Wherever prosible, we have tried to reduce fees. We have taken 
specific action in two Etreaa. First, we eliminated fees for certain fil- 
ing disclosure forms; and second, just yesterday, we approved the 
NASD proposal to address concerns that there was a double count- 
ing of transactions in the over-the-counter market. 

Now, these actions just begin to scratch the surface. I welcome 
this discussion on fee collections, and, as I move forward, I am 
hopeful that we can achieve the same level of co^ration among 
all participants as we did with respect to the NSMIA negotiatiims. 

Quite fi-ankly, before I came to the SEC I do not think I ever con- 
templated a number as infinitesimal as ^'^ooth of 1 percent. But far 
more importantly, this issue can have a direct effiect on the SECs 
ability to help protect investors and assure the market's viability- 

We are dealing with a number of different committees and du- 
ferent agencies, and, whatever path that we take, I look forward 
to working with all of these groups so that the SEC is adequately 
funded to fulfill ite mission to protect investors, and we are able 
to address constructively the overfunding issue that brii^ us to 
tikis chamber today. 

Thank you. 

Senator Grams. Thank you very much. Chairman Levitt. It was 
my error — I had the opportunity to come down and meet you this 
morning, but I did not introduce you to the Subcommittee, and I 
apologize for that. 

Our first witness, of course, was the Chairman of the Securities 
and Elzchanee Commission, Arthur Levitt. Accompanjnng him is 
Mr. James McConnell, Executive Director of the Securities and Ex- 
change Commission. Again, I welcome you to the Subcommittee 
and I apologize for not giving you the proper introducticm as we 
began this morning. But I want to thar^ you veiy muc^ for your 
testimcmy. 

Chairman Levitt. Thank you. 

Senator Graus. I have a couple of questions I would like to a^ 

Currently fees collected under the Securities Act generate, as we 
have said, approximately five times the SECs annual budget. 
Chairman L^tt, has your agency cedculated how drastically the 
market volumes and issuances would have to decline before net 
revenues to the Government would drop below the level of funds 
provided in the SECs budget? 

In other words, at the current levels, is there any level that you 
have thought of where the market would have to decline in tra^ng 
or activity that would not produce the budget of $360 million 
today? Are we Id any kind of jeopardy of undeifimding your activi- 
ties by cutting these fees? 

Chainnan LEVnT. I do not know the precise level that the mar- 
ket would have to decline. The last time that discretionary fee col- 
lections did not come up to the amount of money it took to fund 
the agency was in 1995, so it is theoretically possible. 

Mr. Mc^Tonnell, do we have a fbi on the precise number that it 
would take? 
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Mr. McCONNELL. No, we have not calculated that. The origmal 
NSMIA estimates were that it would be Vfaooth of 1 percent for the 
Section 31 fees, and I believe Visoth for the transaction fees. But 
those estimates were made 4 years ago. 

Senator Grams. In other words, I do not think we are in any 
danger rif^t now of seeing a market or activities drop to a levd 
that we would not be able to fiwd the activities? 

Chairman IXvrtT. Well, sitting where we sit teday, I would say 
it does not appear likely. However, had you told me that we would 
be cmsideiing these numbers 4 years ago, I would have thouf^t 
that probably equally unlikely. But I would have to answer your 
questi<m in ue affirmative. 

Senator Grams. So our biggest ctmcem ri^t now is Ihe over^ 
duurge, the overtaxation of these transactions which, again like we 
have mentitmed, takes money, capital out of the market and puts 
it into a form of a tax. 

In an October 7, 1998, letter to Congressman John D. Dingdl, 
Chairman Levitt, ^ou noted that you "liave worked closely with the 
National ABBoaetaan. of Seciuify Dealers to craft a rule that should 
reduce double counting and decrease by as much as 9 percent the 
number of Nasdaq transacticnu that are sut^ect to Secbm 31 fees. 
I think there was some progress made on this as late as jresterday, 
and masrbe you could elabOTate a little bit on what the agreement 
or what the rules that you have worked out do. 

Chairman LEVITT. Yesterdtnr, we approved the NASD filing that 
reduced what was r^arded oy many as the double counting of 
transactions. When a sale was made, the dealer counted it both as 
a purchase and as a sale. And, for a large number of those trans- 
actions, that is being treated as a one-way transaction so that the 
fees have been reduced by approximately— and a lot of this depends 
upon the way the v<dume is counted eaui jrear — $15 million a year. 

Sfmator Grams. Is this ureement now, or is it just proposed? 

Cludrman Levitt. It is there. 

Senator Grams. It is there? 

Chairman Levitt. Yes. 

Senator Grai^. All ri^t. 



r BUNNiNa. Thank you. 

How would you. if you had the (wpoitunity, reform the currmt 
fee structure so that we are not coUecting five times as much as 
we need? How would you do it? 

Chairman LEvrrr, I wish I could answer that question specifi- 
cally. Thrae are so many parties involved with 

Soiator BUNNINO. We are going to give you all the power in the 
world. 

[Laui^ter.] 

You are grang to be a dictotor and you are going to be able to 
do it in tike lieet interests of both the investiRB and the SEC. 

Qiaixman IfVlTT. I im>bably would consider some aoit of cap 
that was sufficiently fumble to allow for changes in the markets. 
I think that, of all the aUematives I have heard of, that one ai>- 
pears to be closest to what I think is doable. 

Senator BUNNINO. OK. How do the current hi^ fees affect the 
individual investor? 
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Chairman Levitt. I do not think they affect the individual veiy 
much. I could make the ai^ument that it is a tax on individuals, 
and I suppose it is, but in this era of market euphoria these fees 
are probaSly one of the last things that individuals consider when 
they make market decisions. 

Senator Bunning. Do you think a reduction in fees would affect 
economic conditions at all? Or is it just a matter of fact it is part 
of the transaction? 

Chairman Levttt. I think that reducing costs is alwajrs desir- 
able. And, again, we are at kind of an exceptional point in our mar- 
kets where such matters do not really matter very much. But we 
will not always be there, and I think that in order to compete inter- 
nationally we have to force costs down. The Commission has tried 
to do that io a number of ways in terms of changing market struc- 
ture. Our goal has been to roduce fees wherever possible. To that 
extent, I think a reduction in fees would redound to the benefit of 
our markets over a period of time. But to say that it is an impedi- 
ment today I think is probably modestly overstating it. 

Senator Bunnino. Do you believe the Federal Government has 
the ri^t to tise this money to pay other spending programs? In 
other words, it was set up to do one thing. Now it is being used 
for other purposes. 

Chairman Levitt. I sure do not want to comment on the ri^ts 
and wrongs of what the Federal Government does with money it 
raises. I can say Uiat my compelling concern at a time when we 
are so pressed for resources is seeiog to it that there is predict- 
ability for SEC's funding. 

It was only 4 years ago that I had to appear before members c^ 
our staff and tell them uiat I did not know whether th^ would be 
coming to work on Monday morning — this was on a Friday — be- 
cause our budget was still up in the air. That was so demoralizing 
to the Commission and its personnel — ^if an event like that occurred 
in the private sector, it would be absolutely unthinkable. And I do 
not look forward to having that occur again. 

As to the rights and wrongs of what the Federal Government 
does with its money, my concern is seeing to it that this ageaey has 
a predictable source of funding, however that comes. 

Senator BUNNING. We do, now. But we are collecting too much. 

Chairman LEVITT. I think that is what we are going to collec- 
tively try to address. It is certainly a complex problem, but I am 
defimtely on your side ct the issue and will do everything I can to 
address it. 

Senator BUNNINO. I would hope if you are on my side of the issue 
you would make some recommendations to me so I could maybe 
put them into some kind of a law or some kind d a regulation. 

Chairman LEVITT. We are working with the Committee to try to 
come up with specifics that are workable. I think there is no ques- 
tion that we can come to agreement with the Ccnnmittee, but what 
we do with the competing interests and what we do with the Ad- 
ministration, wluch has to weigh in on any proposal, is going to 
take a lot of negotiating. We certainly will work with you on tuat. 

Senator BUNNING. Allright. Thank yaa very much. 

Senator GRAMS. Thank you very much, Soiator Bunning. 
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Chainnan Levitt, just a couple erf* other quick questions. Tliis fol- 
lows up on basically what Jim just asked you. In light a£ the fact 
ihat the fees in question generate, as we said, about five times 
more than what toe budget of the SEC is rif^t now, I guess the 
question is: Do you know whore the money not spent tm the SEC 
is being spent? Where does the mimey go? 

Chaxrman IfViTT. I am sure it goes to a whole varied of com- 
peting interests that our appropriators are fimding. 

Jim, do you know smecifically? 

Mr. McCoNNELL. Seventy percent of the collections go to Ihe 
Oener^ Fund of the Treasury and are treated just like any other 
receipts. They are used just as taxes are used. 

Senator Grams. The bottom line is: Are tti^ being spout m 
other programs, as Senator Bunning indicated? 

Chairman Levitt. Yes. Oh, absolutely. 

Senator Grams. Other than what they were intended for. 

Chairman LEVITT. That is correct. 

Senator Grams. Right. I think that is where some of the biggest, 
as you said, in the negotiations with either the Administraticai or 
other Members of Congress, is going to be how to make up those 
dollars that th^ are now using from this budget for thdr budgets, 
and under our budget rules, it is not going to be the easiest uhing 
to accomplish. 

Chairman LEVITT. That is correct. 

Senator Grams. I know we have a lot of work— it sounds kind 
of simple, but even the small amounts can be awfully complicated 
or hard to move around. But I appreciate that. 

Also, Chainnan Levitt, groups including Americans for Tax Re- 
fbrm, the National Ta^^fnrers Union, the National Federation of 
Indq>endent Businesses, the Chamber of Commerce, and Citizens 
for A Sound Economy, have all characterized excessive fees as a tax 
on investors. How would you characterize the fees in excess of the 
SECs budget? 

Chainnan Levitt. I would characterize them as an aberration 
that in the interests of rationality and fairness should be adjusted. 
I will work veiy closely with the Subcommittee to come up with al- 
ternatives, and we wul work together presumably with the other 
c(»npeting interests that dont wish to loee this source of funds, and 
really have other considerationB than we have. But I think in fair^ 
ness to investors, and in fairness to the system, we diould try to 
adjust what I r^ard as an aberrant system. 

Senator Grams. Chairman Levitt, thank you very much for tak- 
ing your time to be here this morning and Bering your testimony. 
We do look forward to working with you in the wews and months 
ahead as we address this issue and, c^ course, many others. 

Chairman Levtit. Thank jniu veiy much. 

Senatrar Grams. I would like to welcome our next i»nel: Marc 
Lackritz, President of the Securities bidustry Association; Lee 
Korins, President and Chirf Executive Officer of the Security Trad- 
ers Association; Arthur Kearny, Chairman of the Security Traders 
Association; Rdsert Se^as, Co-President and Member of uie Board 
of Directors of The Spedaliat Association, accconpanied by Andrew 
Cader, 'N^ce President and Member of the Board. 

Iliaiik you all for being here todfty and for your testimony. 



byGoogle 



Mr. Lackritz, we will begin with you. We will go from left to 
rif^t, I tliiiik that would be the easiest. 

OPENING STATEMENT OF BIARC LACKRITZ 
ntEfflDENT, SECURTTIES INDUSTRY ASSOCIATION 

Mr. Lackrtiz. Thank you, Mr. Chairman. 

Thank you veiy much for the opportunity to be here this morn- 
ing. My name is Marc Lackritz and I am President of the Securities 
bidustry Association. We represent intra^sts spanning the securi- 
ties inmistry ranging from broker-dealers, to investment bankers, 
to retail firms, to traders and spedalists and investment mana^^rs. 
We represent about 95 percent of the securities industry. So it is 
a pleasure to be here. 

Mr. Chairman, I want to thank you very much for your interest 
in this issue, and also for your commitment to fair, efficient, and 
intemationaUv competitive capital markets which has character- 
ized your work on this Committee in the past. We really appreciate 
that vc«y much. 

Mr. Chairman, rather than reading my statement, I thou^t I 
would just spend a couple of minutes discussing the broad concerns 
that we have <m this issue. 

Senator GrahS. We will enter your statement in the record in its 
enttrebr as if read. 

Mr. Lackritz. I would appreciate that. 

I have stone p(nnts that 1 would like to stress. The SIA and the 
securities industry have alwajrs favored fiill funding for the SEC. 
We need a strong and effective SEC to ensure the int^rity of our 
markets, and to continue the perception that our markets are the 
foirest, broadest, most liquid, and most transparent markets in the 
world. In addition to favoring fiiU funding of tite SEC, we strong 
believe ttiat pa^g five times the cost of regulation in fees — ^trans- 
action fees, registration fees, aud other feeB—ia an unnecessaiy, ex- 
cessive, and ahnost absurd tax on cmital, on investors, and cm 
issuers, and therefore we would strong nxge your Committee and 
Subcommittee to craft a remedy to bring fees much more in line 
with the costs of regulation. 

We also think it is really approiiriate and important to look at 
this issue now, Mr. Chairman. While it was not Congress's intent 
3 years ago, when this new fee structure was set up to produce this 
result, the reality of the last couple of years and we developments 
of the last couj^e years have real^ thrown the assumptions from 
3 years ago up into the air. By reexamining this and looking at the 
assumptimu, we think in moving forward we can craft something 
that is much more realistic in terms ai matching fees with costs. 

The amount of grewth in the capital markets over the last couide 
years has really been extraordinai^. We now have Uterally hall of 
all American households that are mvestod directly or indirectly in 
these markets, and that is compared to 16 p^icent of all househtdds 
as recently as 26 srears ago. A huge increase in that. 

We also project that l>y the year 2000 more than 80 million 
Americans will be invested directly or indirectly in these markets, 
which we think is an important constituency and an important fact 
to take into nmsideratum here. Mmreover, there are more than 
600,000 int>fbssi(mals in the securities industry today who are all 
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woridn^ hard to produce feir, e£Gcient, and liquid markets that 
benefit mvestors and benefit issuers as well. 

As I said, we have always favored fiiU fiinding for the SEC. 
Three years ago when the National Securities Markets Improve- 
ment Act was oeing considered, we were asked to step up to the 
plate to pay higher fees to ensure that there was a rebable Bource 
of funding for the SEC. We did, and as the old adage goes, no good 
deed seems to go unpunished, and the result has been that we now 
have the situation that has evolved. 

I truly beUeve that none of us really anticipated the huge 
growth, and no one foresaw the explosion of traduig activity that 
was going to occur. 

In the 1990's overall, Mr. Chairman, the amount of trading activ- 
ity has gone up by five times from 1990 to 1998. Since NSMIA was 
passed in 1996, we have had an annual growth rate in trading ac- 
tivity of 23 percent a year, which means that in the last 2 years 
alone, we have had a 50 percent jump in the volume of transactions 
done on our exchanges and off the exchanges as well. 

I do not believe anybody foresaw tmit. No (me foresaw the 
attractiveness of Internet trading. No one foresaw the mainr new 
investors coming into the markets fcv the first time, or me in- 
creased activity in the markets. But that has produced the situa- 
tion that we have today. The sort of absurdity is that we now have 
five times the cost of regulation being poured into the Treasury. 

If you look back to 1996 and 1997, the surplus amount in fees 
that was paid into the Treasuiy amounted to over $1.2 bilhon. And 
if you low forward from fiscal 1998 through 2000, at the current 
rates we are prtgecting that there is ^ing to be a surplus of $3.8 
billicm paid in abeve the cost of regulation of funding the SEC. 

Over the 5-year period, that is a cost, or a tax, if you will, on 
investors and issuers of $5 billion. As <me of vour predecessors, 
Senator Dirksen, used to say: "A billion here, a oiUion there." . . . 
Well, 5 years later, $5 billion here, $5 billion there, we are talking 
about some real money. Ihat does not take into account how many 
new jobs $5 billion could finance; how mamr new plants it could 
start; how many new processes it could help to reei^ineer, how 
many new ventures it could provide seed capitsd for. 

It is a lot of mm^, and it is a stimulative package in terms of 
the real economy and economic growth. We really do not think it 
is in the interests of investors or issuers or the capital markets fiff 
these fees to grossly dwarf the cost of regulation. 

It was an unintended result. I do not think Congress really in- 
tended this back in 1996 when this was first set up. We urge you 
to help align the fees with the costs. 

As far as our priorities are concerned, we have some m^or chal- 
lenges in fi-ont ra us: Converting to Year 2000 to make sure that 
it is a seamless conversion that nobody is going to even be aware 
of occurred; copii^ with the new techntdogy and helping investors 
take advantage ofopportunities provided by e-commerce and Inters 
net trading; and dealing with the challenges of globalization in 
front of us. 

We reaiUy aj^iredate having this hearing and this opportunity^ to 
fDcua im this issue, Mr. Chairman. We look forward to working 
with you on these other challenges, as well. 
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lliaiikyou. 

Senator GRAMS. Thank you for your testinumy. 

Mr. Korins. 

OI^NING STA TEMENT OF LEE KORINS 

ntESTOENT AND CHIEF EXECUTIVE OFFICER 

SECURTIT TRADERS ASSOCIATION 

Mr. Korins. Thank you very much. 

Chairman Grams, Members of the Subcommittee, thank you for 
the invitation to testify before 3rou today on this subject of SEC's 
fees. I appreciate this opportunity to present the views of the Secu- 
rity Traders Association, and I applaud the leadership that you 
have shown in scheduhng a hearing on this particular issue. I also 
want to commend Senator Gramm, the Chairman of the Full Com- 
mittee, for making this issue a priority for the Senate Banking 
Committee this year. 

Mr. Chairman, with jrour permission I would simply like to siun- 
marize my written testimony, and I would ask that my full written 
testimony be made part of the record. 

Senator GRAMS. Without objection. 

Mr. Korins. I am Lee Korins, President and CEO of the Security 
Traders Association (STA), and today I am accom]^anied by our es- 
teemed Chairman, Mr. Arthur Kearney, who is sitting to my left. 
STA is composed of 34 regional afBliatee with over 7,500 individual 
members throughout North America and Europe, and it is the larg- 
est group of its kind in the world. 

Our membership represents all fecets of the securities industry. 
While many members are traders fbr securities firms and institu- 
tions, others are partners, specialists, floor traders, proprietors tar 
registered representatives — all of whom are ^ai^ed with the re- 
sponsibility of executing orders at the fairest prevailing prices. Hie 
fact is that no one speE^ for individual professionals in the securi- 
ties industry, in our judgment, better than the STA. It is the on^ 
oivanization that represents, at all levels, the interests of over 
7,500 individuals. 

In my written testimony I have provided a fairly detailed de- 
scription of the history and the structure of SECs fees, so I will 
now just give a brief overview and then turn to our position. 

I do want to take a moment to commend the SEC and its staff 
for the admirable job that they do in overseeing the securities mar- 
kets and securities professionals, and for helping to ensure that the 
U.S. securities mantets remain the safest, soundest, most Uquid, 
and efficient capital markets in the world. The STA fully supports 
adequate SECs funding. 

As you know, and as other witnesses, I am sure, wiU note, since 
the iSSO's the Securities and Exchange Commissicm has collected 
various user fees imposed by the Securities laws in order to recover 
the Federal Government's costs of running the SEC. These include 
r^istratitm fbes on securities imposed under Section 6(b) of the 
1^13 Act, and transaction fees on the sale of stock assessed pursu- 
ant to S^i^on 31 of the 1934 Act. Over time, these fees have grown 
to aigmficantly exceed the SECs budget. In fiscal year 1996, lor ex- 
ample, the total SECs fee collections were more than 2V^ times the 
SEC's budget. 
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Title IV f^ the National Securitiefl Maikets Improvement Act of 
1996, NSMIA, significantly restructured ibe various SECs fees 
with the intent of reducing total SECs fee collection over time, and 
providiiu; the SEC a more stable funding source. NS&QA also ex- 
tended Section 31 transaction fees to the sales of stocks listed on 
^e relatively new Nasdaq market in order to promote equitable fee 
trratment across all markets. 

Section 31 fees were explicitly designed to recoup the costs of 
SECs Bupervisicni and r^ulation in the securities markets and se- 
curities professi(mals-^-they were intended to be user fees, not gen- 
eral taxes. However, in fiscal 3rear 1997, actual collections fivm all 
sources grew to $990 million — over three times the SECs bui^et 
of $305 million. 

This situation caused concern among a niunber of both Senate 
and House Members last jrear. In fact, it prompted former R^ 
resentative Gerald Solomtm, who was then the Chairman of the 
House Rules Conunittee, and Chief Deputy Democratic Whip Bab 
Menendez to introduce legislation in the House to address the 
worsening problem of this SECs fee overage. H.R. 4213, the Sav- 
ingB and Investment Relief Act of 1998, would have capped the 
SECs transaction fees at levels closer to those assumed when 
NSMIA was enacted. In fact, Mr. Chairman, as I understand tlw 
l^jslation, it would have provided the SEC and the Appropriations 
Cmnmittees with $20 mimon more per year than what NSMIA as- 
sumed and what all parties agreed would be needed to adequately 
fiind the SEC. 

This biparttsan legislation was cosponsored by 62 House Mem- 
bers and was endorsed by a myriad of groups, indudiiw the STA, 
the New York Stock Exchange Specialists Association, toe Chicago 
Stock Exchange, the Padfic Stou Exchange, the NASD, and doz- 
ens of other groups. I should also note taat a revised version of 
H.R. 4213 was draxted to ctmiply with budget scoring rules and was 
considered to be revenue neub^. 

Now, Mr. Chairman, the Administration's fiscal year 2000 budget 
shows and the Congressional Budget Office (CBO) confirms that 
the situation continues to worsen, to fiscal year 1998, actual SECs 
fee coUections ballooned to $1.78 billion— 5V^ times the SECs $322 
million budget. Clearly, this is not the scenario Congress intended 
when it redesigned the SECs fimding structure to reduce the 
amount of fee suiplus. 

I want to emphasize that the issue here is not SECs fimding. 
The issue, very simply, is that the Government is taking over five 
times as much fee revenue as is reasonably needed to nind SECs 
activities. What was supposed to be a user fee has become a large 
and, I believe, unintended tax on the securities markets. 

Elxcessive transaction fees have a negative effect on the securities 
markets and impact all Americans woo save for the future by in- 
vesting in stocks — induding mutual fund investors, pension plan 
benefidaries, and those who invest through 401(k) plans, and other 
self-directed accounts. Most Americans iat>bably are not even 
aware that they pay this tax for SECs regulation, however, be- 
cause it is often roUed into overhead costs or management fees. 
And while these fees, as the Chairman of the SEC indicated, may 
seem small as applied to an individual trade, they are substantia 
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in the aggregate — quickly closing in, as you know, on a $1 billion 
per year tax on all Americans selling stock. 

Excessive SEC's fees also have a tremendously negative impact 
on the securitieB professionals who comprise STA's membership. 
The effect is particuliirly severe for Nasdaq mzirket makers and ex- 
chan^ specialists, who often must trade from their own accounts 
in order to fulfill their legal responsibility to maintain orderly mar> 
kets and to provide customers with on-demand liquidity^. Section 31 
fees operate as a tax on the gross trading revenue of all of these 
professionals. One STA member firm which makes markets in 
about 100 Nasdaq stocks estimated that its Section 31 fee pay- 
ments amounted to about 60 percent of OTC trading income over 
a recent 16-month period. Another firm found that its Section 31 
fees were larger than its rental payments for the building housing 
its trading artivities. 

SEC's fees are no longer user fees. They have become a tax on 
the sale of securities. We urge Congress to take swift, corrective ac- 
tion to eliminate the SEC's transaction fee excess and reduce this 
burdensome tax on American savers, investors, Euid securities pro- 
fessionals. While this result could be achieved through a number 
of approaches, STA will fully support any initiative mat produces 
meaning^ rehef for all investors, inclucung a rate cut, a cap, or 
any other mechanism that works for the industry. 

In closing, Mr. Chziirman, STA applauds you for scheduling this 
prompt hearing on an issue of great importance to our members 
across the coimtiy, and we thank ^ou, Mr. Chairman, and will be 
ven^ happy to respond to Euiy questions. 

Thank you. 

Senator Grams. Thank you very much, Mr. Korins. 

We have been joined by Senator Schumer. Do you have an open- 
ing statement you would like to enter? 

OPENING COMMENTS OF SENATOR CHARLES E. SCHUMER 

Senator SCHUMER. No, I do not have an opening statement other 
than to say that on the way in I saw Chairman Levitt on the way 
out and I urged him to make sure that the fees are not super-hi^, 
and he said he was very sympathetic. 

So that is an extra-committee testimony. 

[Lau^ter.] 

Senator GRAMS. Thank you. Senator. 

I would like to welcome our next panel member, Art Kearney, 
who is Chairman of the Security Traders Association. That is his 
role today. But he is also a feUow Minnesotan. Back home he works 
with John G. Kinnard, and I want to welcome you espedidly to this 
Subcommittee this morning. 

OPENING STATEMENT OF ARTHUR KEARNEY 
CHAIRMAN, SECURITY TRADERS ASSOCIAHON 

Mr. Kearney. Thank you. 

Good morning, Chairman GrEims, Members of the Subcommittee. 
My name is Art Kearney, and I am the Chairman of the Security 
Traders Association. I am also the Director of Capital Markets at 
John G. Kinnard & Company, and a Member of the Board of John 
G. Kinnard & Company, a Minneapolis bn^erage firm, or invest- 
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ment company. I must say, Mr. Chairman, that testifying in tnmt 
of a fellow Mumesotan makes me feel a littie bit more at ease and 
not quite so far away from home. I do appreciate the opportunity 
to be here, and I just want to make a couple of brief points. 

First, as my colleagues have already eilluded to, I want to stress 
that excessive Section 31 fees affect aU investors — not just the pro- 
fessional traders. Institutional investors own over 50 percent of all 
the stock traded in the United States — ^this means that individuals 
who own stock indirectly, such as through a mutual fund or a pen- 
sion plan, pay the bulk of these excessive fees. 

Second, I tiiought what I might best be able to add here today 
would be some perspective, not as Chairman of the STA, but as an 
employer in the regional brokerage and imderwriting business. Our 
firm trades Nasdaq stocks and underwrites initial public offerings 
and secondaries, many in the State of Minnesota. Some of the re- 
cent ventures we have been involved in are Excelsior-Henderson, a 
motorcycle company, and Zomax, an optical media software com> 
pany. These are the type of companies that create 75 percent of the 
jobs in America teday. We also msike markets in approximately 175 
Nasdaq stocks, and my firm employs over 350 people. 

As Lee pointed out. Section 31 fees operate as a gross receipts 
tax. This means that fees are paid before Federal and State taxes, 
before salary, and before allocations for overhead. The result is to 
magnify the impact on our firm's profitability. Changes in the 
Nasdaq miirket-— which include increasing costs pressures associ- 
ated with the new order handling rules, regulatory driven com- 
puter upgrades, just to name a few — ^have greatly reduced the prof- 
itabiUty of the Nasdaq market making activities. Excessive Section 
31 fees only exacerbate this situation. 

Mr. Chairman, excessive Section 31 fees negatively impact our 
trading revenue, and reduced revenues translate directly into fewer 
jdi)8. As a manager, when I am looking at reduced revenue from 
Section 31 fees, whet it means to me is that I can hire one less an- 
alyst, one less trader, one less support perstm. Reduced revenues 
go right to our bottom line, and right to our core business decisions. 
It is really that simple. Excessive fees also contribute to reduced 
liquidity in the market. The msyor impact falls on thinly traded 
stocks in small and start-up companies in which we specialize. 

I promised I would be brief, so I will end by urging Congress to 
reduce the excessive tax on American investors, and restore the 
SECs transaction fees to their intended purpose: Funding the 
SECs regulation and supervision of the securities markets. With 
that, Mr. Chairman, I thank you again for the opportunity to ap- 
pear before you today, and I join with Lee in commending you and 
Chairman Granmi for your leadership on this important issue. 

Thank you. 

Senator Grahs. Thank you very much, Mr. Kearney. And once 
again, welcome to the Subcommittee. 

Our next panel member is Robert Seyas, Co-Presid«it and Mem- 
ber of the Board of Directors of The Specialist Association of the 
New York Stock Exchange. 

Mr. Seijas. 
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OI^NING STATEMENT OF ROBERT W. SBUAS 

CO-PRESIDENT AND MEMBER OF THE 

BOARD OF DIRECTORS OF THE SPECIAUST ASSOCIATION 

OF THE NEW YORK STOCK EXCHANGE 

ACCOMPANIED BY: ANDREW CADER 

VICE PRESIDENT AND MEMBER OF THE BOARD 

Mr. Seuas. Chairman Grams, Senator Schumer, Members of the 

Subcommittee, good morning. I am Robert W. Seijas, Co-President 

and Member of the Board of Directors of The Specialist AssodaticHi 

of the New Yoi^ Stock Exchange. I am accompanied today by Mr. 

Andrew Cader, Vice President and Member of its Board. We are 

Stpearing before you to present the Association's views concerning 
e transaction fees imptwed by Section 31 of the 1934 Act. 

The Speciahst Association is comprised of 32 broker-dealer firms 
which include all of the individual q;)ecialists of the New York 
Stock Exchange. Our specialists are at the heart of the auction 
market of the world's most active stock exchange. The Exchange's 
auction trading marketplace is the mechanism through which the 
prices of stocks listed on the Exchange are "discovered" and liquid- 
ity is provided to buyers and sellers. We supply liquidity when nec- 
essary to the proper operation of the market, acting as buyer or 
seller in the absence of public demand to buy or sell m our respec- 
tive specialty stocks. We coordinate orderly b'ading in those stacks. 
Over 169 bfllion shares of stock were traded on the Exchange in 
1998 in over 135 million transactions. Specialists piirticipated as 
principal, selling for their own accounts, in 12.6 percent of those 
transactiims, paying in excess of $30 million in Section 31 fees last 
year, an amount we expect will increase to more than $40 miUion 
this year. A total of over $242 miUion was paid in Section 31 fees 
in 1998 on the New York Stock Exchange transactions by aU NYSE 
member firms and their customers. 

B^^inmng in the 1930's, the Federal Govenunent^ throu^ the 
Securities and Exchange Commission, has collected fees in respect 
to the sales of securities re|[istered under the Securities Act of 
1933, "Section 6fl>) fees." and in respect to the sales effected in the 
trading markets subject to regulation under the Exchange Act, 
"Section 31 fees." Although these fees were conceived as user fees 
to defray the costs of Federal securities regulation, the amounts 
collected have more than exceeded the cost of running the SEC 
ever since 1983. Those collected amounts now surpass the SEC's 
budget, as you so correctly pointed out, by a factor of five. In short, 
the Section 6(b) and Section 31 fees have become a general tax on 
camtal raising. 

Please let there be no misunderstanding. We join zdl of our col- 
leagues in supporting the continued fail funding of the Securities 
and Exchange Commission, an agency that has overseen our con- 
stantly growing, remarkably fair and efBcient markets that raise 
new capital and serve the public investor, and have contributed to 
our worldwide reputation for feiimess and integrity. What we object 
to is the misuse of the financing mechanism designed to compen- 
sate the Government for providing that funding — the Section 31 
fee — through over-collection of the fee and application of the pro- 
ceeds to ccmipletely unrelatod objectives. 
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When Congressional appropriators began to increase the Section 
6(b) registration fees annually in 1990, various Members of Con- 
gress recognized that the fee increases amounted, in reality, to a 
new tax, oecause the amounts collected so significantly exceeded 
the SEC's annual budget. In 1993, the House responded by unani- 
mously passing a bill that, after fiscal 1998, would have required 
the SEC to set and collect fees for the exclusive purpose of recov- 
ering for the Government the cost of funding the SEC's regulatory 
activities. No further action was taken on that bill. A similar effcvt 
was made by both Chambers of the Congress in 1996 in the Na* 
tional Securities Markets Improvement Act, to compel a slowdown 
and, finally, a reduction in the amounts of Sections 6(b) and 31 fees 
collected. The basic idea of limiting the Section 31 fee to the cost 
of fundiig the SEC, however, has proven to be very elusive. 

In fisc^ 1997, the SEC's collections from Section 6(b) and Section 
31 fees, and all other sources, grew to $990 million, significantly 
more than three times the agency's budget of $305 million. To 
bring transaction fees back into line with the cost of running the 
SEC, a bip^utisan bill was introduced in the House in 1998 to cap 
Section 31 fees. Another bill was introduced in the House in that 
year that would have cut the Section 31 fee in half rather than cap- 
ping it. These initiatives were cosponsored by over 60 House Mem- 
bers, and one or the other was endorsed by, in addition to the list 
of organizations mentioned by my colleagues, several others, the 
Profit Sharing/401(k) Council, Americans for Tax Reform, the Na- 
tional Taxpayers Union, Citizens for a Sound Economy, the U.S. 
Chamber of Commerce, and, of course, the New York Stock Ex- 
change and our Association. Neither bill was voted upon. 

In fiscal 1998, the SEC's fee collections mushroomed to an as- 
tounding $1.78 billion, again, as you pointed out, more ^en 5V& 
times the $322 million budget of the SEC. 

Our colleagues at the Security Traders Association have laid out 
in detail in their written testimony to the Subcommittee the his- 
tory of how the Section 31 fee has been transformed firom an SECs 
funding mechanism into a general tax, and the efforts of Members 
of the House and Senate over the last decade, to return ^e Section 
31 fee to its original puipose. We wish to associate ourselves with 
the STA's recitation of mat history and see no need to repeat or 
elaborate upon it. 

As things stand, the Section 31 fee cannot be viewed as anything 
but a tax on the sale of securities, a purpose for which it was never 
intended. That tax, although levied in relatively small increments, 
is creating a near billion-dollar drag on our capital markets. That 
drag on our markets represents a owt paid by all investors, includ- 
ing the huge number of individually smaU participants in mutual 
funds, pension plans, and other forms of retirement accounts. 

General tax revenue is the objective of other laws, not the Ex- 
change Act. Congressional action to restore the unintended tax now 
represented by tiie Section 31 fee to its original purpose — ^to fund 
the operations of the SEC, and not for any other type of Federal 
expenditure — ^is long overdue. We applaud your inquiry, Mr. Chair- 
mem, into this matter and we hope for a solution in the near term. 
We would support any realistic method of achieving the objective 
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of bringing the revenue collected from the SEC's Section 31 fee 
back into line with the SEC'b annual budget. 

The Specialist Association is thankful for this opportunity to ex- 
press its views on the Section 31 fee. 

Thank you, Mr. Chairman. 

Mr. Cader and I will be pleased to respond to emy questions you, 
Mr. Chairman, or the Senators may have. 

Senator GRAMS. Thank you very much, Mr. Se^as. 

Mr. Cader, I understand you don't have an opening statement. 

Mr. Cader. I do not, thank you. 

Senator Grams. You are here for sui^rt 

We have also been joined by Senator Dodd. Senator, do you have 
an opening statement? 

OPENING STATEMENT OF SENATOR CHRISTOPHER J. DODD 

S^iator Dodd. Yes, I do. I apologize to you, to our witnesses, and 
to Arthur Levitt. I hope everyone arotmd here understanda that 
when you have a couple of hearings meeting slmultiuieously, it is 
not possible to be in both places at once. But, nonetheless, I apolo* 
gize. Let me, at the outset, commend my colleagues and the Chair- 
man of the Securities Subcommittee for holding this hearing, and, 
congratulate them on our first hearing of the 106th Congress. 

I look forward to working with Senator Grams over the coming 
Ccmgress on a lot of issues mat affect all of you. 

There are a number of interesting questions out there such as ex- 
tending the hours of the exchanges through electronic trading. It 
will be interesting for us to listen to people and hear their thou^ts 
and views and ideas as to where many of these issues are heading 
as we begin a new millennium. 

I am veiy confident that the Cbedrmeui is going to do a teuific 
job here. I have a deep interest in the subject matter. I have en- 
joyed working with Phil Gramm over the years, who sat in that 
chair. I actufdly sat in that chair at one point. It is a distant mem- 
ory for many people, but there was a time. 

[Laughter.] 

I am not giving up my dreams, and you will ai^H'eciate my ambi- 
ticm to be in vour chair. 

[Laughter.] 

Let me just tell you that this is an issue we have worked a great 
deal on. In fact. Senator Gramm and I worked on this, and Senator 
D*Amato was deeply interested in this subject matter. 

I am joined on this Subconmiittee, of course, bjr a wonderful New 
Yorker in Senator Schumer, who is going to brmg a great deal at 
talent and abihty. I think all of the panelists know nim, having 
worked with him in the House. He served on the House Banking 
Committee, and so brings a lot of expertise and a lot of knowledge 
and awareness of the industry to this chamber. We look forward to 
terrific involvement by the Senator fi^m New York. 

There is both good news and bad news on the fees issue. I am 
struck by the fact that the bad news, namely that revenue from 
these fees has increased due to a remarkable expansion in trading 
over the past 3 years is good news for the economy. 

You may have already identified these statistics, Mr. Chairman, 
and I apologize if I am repeating them, but in 1996, more than 104 
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billion shares traded hands on the New York Stock Exchange. In 
1998, Uie annual volume had increased to nearly 170 billion 
shares. That is more than a 60 percent increase in 2 years. Share 
prices have also undergone a dizzying rise. Again, all of our panel- 
ists are aware of this, with the Dow Jones Industrial Average hit- 
ting 10,000 a couple of times in the last few days. In light of this 
re^ty, it is hard to argue, although some may try, that these fees 
are strane^g the goose that lays tiie golden eggs. It is a little hard 
to make that case, in light of how well we are aoang. 

Prior to 1996, of course, only trades on certain large exchanges 
were subject to SEC's transaction fees. Some may try to argue that 
extending the now reduced fees to markets such as tiie Nasdaq has 
had a particularly damaging effect on those markets. This argu- 
ment, however, is simply not supported, in my view, by the facts. 
Nasdaq share volume doubled &^m 1995 to 1998, and the market 
value increased 223 percent. 

Nonetheless, I think it is commendable to reexamine these issues 
3 years later to see if, in fact, the law is realizing the intentions 
that we had in mind. In this process of reexamination, I only hope 
that if we decide that further action is warranted, we ensure that 
all parties affected will be heard, including appropriators and our 
colleagues in the House. 

In addition, as the volume of trades expands, we must not do 
anything which will impede the Securities and Exchange Commis- 
si<ni from doing its job effectively and fully, thus ensuring that our 
markets remiiin fair and open to all. 

The legislation we passed in 1996 took a balanced and realistic 
path to reform. It recognized that revenue from these fees charged 
by the SEC are used both for its own budget and for important 
Government functions. While I still support a reduction in SEC's 
fees, slashing fees overnight could mean cuts in important areas 
such as the FBI, Embassy security, and others. 

I understand as you have pointed out, Mr. Chairman, that when 
the original legislation was passed years ago, the intent was that 
these fees would merely suhsic^e me activities of the SEC. Obvi- 
ously, we have gotten far beyond that. We are not going to go back 
to the original intent either, so striking some balance is going to 
be important. 

Wim that, I will run over some of the testimony and am anxious 
to hear some of the responses to questions that our witnesses may 
have. Again, my apologies to you and to the witnesses for arriving 
a bit late. 

Senator Grams. Thank you very much. Senator, for being here. 

I have some questions that I will throw out to the field, and any- 
one that would like to answer can. 

We heard Chairman Levitt testify, too, that not long ago, there 
were some concerns about meeting payroll. We dont want to go 
back to that, as Sraiator Dodd just mentioned, but at the same 
time, because the markets and ue economy are good, there are a 
lot of benefits, and the Government shouldn t be the first one to get 
in line and say that if tliere are good benefits, that we are going 
to take them, rather than the investor or the economy being the 
ones to benefit firom it. 



byGoogle 



18 

Mr. Lackritz, how would you characterize the fees collected in ex- 
cess of the SEC's budget? We have heard from some groups that 
characterize it as a tax, such as Taxp^rs Foundation, et cetera. 
How would you characterize the excess fees? 

Mr. Lackritz. Senator, I think they are clearly a tax. They are 
clearly a tax because frain the standpoint of the intenticm — and aa 
I said in my testimcmy, it was not the intuition of this Committee 
or the Congress back in 1996 to produce this result. 

I dont uink anybody could foresee at that point, the ex^osive 
growth in the markets and the explosive growth in activity. But at 
vie same time, the intention was very clear in the legislation that 
the pturpose of the legislation was to better ali^ the fees that were 
being paid with the costs, the regulatory costs mcurred by the SEC. 
From the standpoint of user costs and the cost of regulation, that 
made perfect sense. 

When the amotmt that the fees produce exceeds the cost of regu- 
lation by five times, it seems to me that there is no other way to 
characterize this other than an unnecessary and excessive tax on 
capital, tax on investors, and tax on issuers. 

Senator Grams. Mr. Korins, how would you label them? 

Mr. Korins. Well, I think it reflects the law or tmintended cir- 
cumstances in the sense that maybe it was difficult to forecast that 
we would have the level of activity that we have today. Certainly 
the legislation was quite specific in the sense that the funds were 
being raised to self-nind the Securities and Exchange Commission. 

We are now taking over $1 bilhon in excess fimds out of this in- 
dust^, and as my c^eague, Mr. Kearney said, that could certainly 
pay for additional people in our industry, additional ex^ienses in 
areas such as technolc^ and other demands that are being made 
on the industry as we approach If^K. 

While I think that the industry is to be commended and ap- 
plauded for its growth over the last few years, the legislation that 
we have on the books today makes the Government our partners 
in these good times. I am certainly hopeful that if we have any bad 
times, we can expect the Government to be our partner in those 
times as well. 

Thank you. 

Senator GRAMS. I cimnot help but think that if we were falling 
short in the collection of fees to support the SEC, Cmgress would 
act very quickly to raise the fees to meet that goal. The fact that 
we have excess funds now, Congress just does not want to address 
it quite as fast because it enjoys those extra doUars. I think we 
^lould move as quickly to reduce the rates as we would if we had 
to in raising the rates. 

Mr. Kearney, your assessment of these excess fees? 

Mr. Kearney. Well, I definitely think they are a tax, and I will 
take it one step further. We all have budgets to meet, and from a 
corporate level, when I pay $8,000-$10,(}00 a month in these fees 
to the SEC or to whatever oi^^anization is collecting them, I look 
at that and say, I could hire an analyst or I could hire a banker, 
and those are me people that drive the whole process. 

If my fee is $8,000-$ 10,000, as you go up the scale, those num- 
bers go to $50,000-$100,000. I am not saying that we need to take 
that money back, but I look at that and say, that is a direct ex- 
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pense to my corporation. I am trying to make a profit, I have to 
account to my shareholders, and as a result, it does result in a job 
or a system enhancement or something along those lines. It is defi- 
nitely a burden to the Nasdaq trading communi^ right now. 

Senator Grams. What about the companies themselves that are 
issuing the stock or whatever? That takes dollars out of their pock- 
ets that they could put into plant facilities, higher wages, more re- 
search and development. It affects everybody all the way down the 
line, and especiaUy at the beginning process where the dolleirs are 
so sorely needed in many cases. 

Mr. KEAKNEY. Exactly. I think something that should be pointed 
out is that the IPO business is driven by the research analysts. 
They are the people that ^ out, meet the corporations, get com- 
fortable with the corporations, and start the process. Then they 
bring the banker in. And if Cunard doesn't have an analyst, tiiat 

Srobably means it is one less, maybe two less IPO's a year that we 
0. Translate that to whole economy and there's a lot of jobs there. 

Senator GRAMS. Mr. Se^as. 

Mr. Seuas. Well, I would characterize it, sir, as em impediment 
and a drag on the capital-raising process, especially for market 
makers. I ^so think it is important to recognize that, with all due 
respect to Chairman Levitt, the shortfall in 1995 had nothing to do 
witn the level of Section 31 fees, and, in fact, was a but^etary 
problem and fi^t as you well know. 

Our testimony points out that these fees have exceeded the 
SEC's budget since 1983. I think it is unlikely, given the kinds of 
markets that we have seen in the period fivm 1983 until now that 
we are in imminent danger, even if we cut this fee substantially, 
of underfunding the SEC. 

S^iator Grams. I want to just follow up on that a little deeper. 
As Mr. Kezuney had mentioned, it does reflect right on to your pay- 
roll, your abili^ to hire the expertise that you need to continue. 
Are uiere any other specifics you could give me, Mr. Lackritz? 

Mr. Lackrtiz. Sure. 

Senator Grams. This does go to your bottom line, it does go to 
the investors' bottom line, it does go to the companies' bottom line. 

Mr. Lackrtiz. But I think, more importantly, Mr. Chairman, it 
really goes to the economy's bottom line. There are three different 
kinds ^fees. 

There are the transaction fees, the Section 31 fees, which my col- 
leagues are discussing. There are also registration fees in here, and 
th^ are prqiected to raise $1 billion a year. Registration fees are 
paid by corporations when they file a securities re^stration, and at 
that time, they pay this fee to the Treasury. That is $1 biUion each 
year that is not being used to build new plants, that is not being 
used to hire new workers, that is not bemg used to develop new 
products or reengineer new processes or fund start-up corporations. 

From the standpoint of the need for capital in the economy, for 
each $1 that goes into the Treasury, it is $1 that is not available 
for entrepreneurs, for example, to do new startnps in software tech- 
nology, biotech, all these other areas that have provided the fuel 
for the econcmiic growth that we have experienced over the last 
decade. It is not really just the bottom line of the industry or the 
investors; it is also the bottom line of corporations that are pro- 
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vidmg jobs and creating producta and services and that kind of 
thing as well. 

Senator GRAMS. Mr. Korins. 

Mr. Korins. I think it is important to note, Mr. Chairman, while 
Mr. Segas, Mr. Kearney, and myself have been addressing a lot of 
the aspects of the industi? in Ught a( the professionals that we rep- 
resent, this fee is paid very substantially by individual investors. 

I happen to have been at one time a Commissioner of a public 
pension iiind in the city of San PrEuicisco. We tiy desperately to get 
the best rate of return we can for investors of State pension funds 
because that money has been entrusted to us to ensure that these 
folks are going to have a sound retirement on which they can de- 
pend. This means that many of these individual investors have 
seen some of those funds flow into what is basically a tax today. 
If it were designated as a tax, the State pension funds would not 
be paying it, but since it is a transaction fee, they are paying it. 
I flunk mat has a very negative impact on individual retirements, 
as well as the individual investor who pays these fees. 

Senator GRAMS. Mr. Kearney, did you have anything else to add? 

Mr. Kearney. I would just like to add one thing. Chairman 
Levitt made a statement that there is going to be some reHef given 
through the Riskless Principal Rule that uie SEC just approved. I 
have been in touch with the NASD as to the slxuoture of tiie rule. 
The SEC approves it, and then the NASD designs how it is imple- 
mented. I have seen projections in the $8 to $15 miUion area. No 
one can really get their arms around it. I think that I would like 
to point out that this new rule basically will apply to the smaller 
transactions in the Nasdaq stock miirket, Euid the larger, institu- 
titmal transactions that we conduct on a daily basis tluit really do 
account for a lot of these fees will not come under the new Riskless 
Principal Rule, so I would just like to make that point. 

Senator Grams. Mr. Seijas. 

Mr. Seuas. Mr. Cader has some remarks be would like to make. 

Mr. Cadbr. I think that on the question of whether this is a tax, 
you have heard a lot &om my colleagues that we would agree with. 
But I guess the question for me is what sort of tax is it, and what 
is the cost of it? 

Senator Dodd points out that the goose is laying plenfy of golden 
e^^ for all us. and I think that is inaiguable. But what is very 
interesting about the process is that to the extent that this tax is 
distributed by number of transactions, it falls very disproportion- 
ately on the market makers, the specialists, what we would call the 
dealer commimity. 

Dealers in the capital markets and equity markets are charged 
by the regulators witii using their capital many, many times over. 
You could use the word, leverage, to ei^lain how that works, and 
it is technically compUcatod to talk about how trades actufdly hap- 
pen on the exchange floors. But the point of it is that dealers' cap- 
ital gets magnified through the leverage of repetition, not the lever- 
age of size, by being deployed many, many times every day at the 
very starting point of liquidity creaticm in the secondary markets. 

We have heard from other colleagues here about member firms 
for whom this tax represents as much as 60 percent of their rev- 
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enue. Of course, it is pretty easy to see from there, how that would 
impair liquidity-creatmg at the very beginning of the process. 

Our firm is the largest specialist on the Stock Exchange floor, 
and also a very large Nasdaq market maiker on a pretax basis. This 
tar takes from 10 to 25 percent of our revenues in ^ood times, and 
a question I presume that will be asked at some pomt is what hap- 
pens in bad times? 

I think the problem for the dealer community, and, by extension, 
then for investors, becomes even worse, since the dealer community 
turns its capital over firoquently, magnifies it for investors' benefits, 
in bad times, the percentage of revenues that the tax will take 
from dealers, and, therefore, take frt)m the marketplace will be 
even greater, because in bad times, if prices go down, volume goes 
down, dealer revenues and profits will be lower, and a tax will be 
an even bigger percentage of revenues and bottom lines. 

The goose is laying pT^ity of goldrai eggs today, but I think we 
are alt interested in seeing it lay the maximum number of golden 
eggs. Effici^icy in the marketplace, to some extent, depends on 
dealer capital oeiag deployed most efficiently in the marketplace. 

To the extent that this tax takes a nontiivial amoimt of revenue 
out of the hands of dealers who don't put it in their pockets; they 
put it back into firms like ours to deploy in the capital markete 
many times over to create liquidity; it is entirely possible that U- 
miidity in the secondary markete is not as good as it would be if 
uie tax were lower and not being used for these other functions. 

A final comment on the question of how much is enou^. I think 
when you asked Chairman Levitt about when was the last time 
that the fees raised were not sufficient to fund his agency, he gave 
an answer of 1995, which I would clariiy and suggest that maybe 
the real answer is probably more like 1981 or 1982. I think that 
his answer had to do with a subset of the total SEC's fees collected, 
that is, the 31 fees assessed on exchange trades, pre-NSMIA, tiie 
extension of that fee to include over-the-counter ^ades, and also 
exclusive of the Section 6(b) fees. 

I think if you look at a^regato funding for the SEC, that you 
would probably have to go back more like 15 or 20 years when vol- 
ume in the markete was Vioth or V^oth of what it is today to find 
a time when the agency was in any danger of being underfunded. 

Senator GRAMS. Thank you very much. 

Senator Dodd. 

Senator Dodd. I have just a couple of brief cjuestions, and my 
colleague frmn New York, if he wante to jump in at any point on 
all of this, he is welcome. 

As I imderstand it, under the biU that S^iator I%il Gramm and 
I passed, we have registeation fees of $300 per $1 million in ofiered 
securities in 1997, dropping down to $67 by the year 2007, and 
then continuing on at mat level. I will submit a complete schedule 
of this reduction for the record. 

It seems to me — and correct me if I am wrong here — ^that securi- 
ties firms have earned significant amounto of money by chai^iing 
their customers fees vastly in excess of the VW>th of 1 percent that 
we are discussing here today. 

M^nrbe you cannot do it this moment, but I would like to get a 
complete breakdown of what fees are assessed by the Exct^nge 
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and the SEC, in each transaction, and how those fees are passed 
on to customers. That is obviously one of the argumerats here. It 
seems to me that there is a lot more involved in those fees cus- 
tomers are charged than just the SEC's fee. We need to be looking 
at those other factors. 

Mr. Kearny and Mr. Korins, again, it is a pleasure to see both 
of you here. We are proud to have the Nasdaq in Connecticut. But, 
correct me if I am wrong on this, the Naadaq counts the sale of a 
security to a specialist and the sale of a security by a specialist as 
individual transactions, while other exchanges count tnat as one 
transaction. 

Mr. Lackrtiz. Right. 

Senator DODD. It seems to me, by your own policies, you have 
doubled up on yourself here. That is the obvious question to some- 
one who looks at this. Why dont you do what other exchanges do, 
and declare that to be one transaction? It seems to me that might 
be a simple way to reducing some cost here. Again, I am sure there 
is a mucn more compHcated answer to this question. I am not op- 
posed to reducing fees. As you know, we have successfully passed 
legislation to do just that. 

I appreciate where you are coming &om here. I suppose that 
eliminating the fees altogether would be your ideal world. 

I am cunous Bks to whether or not your customers are not engag- 
ing in transactions, not buying securities because of these fees. It 
seems to me that could be an argument during bad times, in which 
case you want to bring down those fees in bad times in order to 
encourage that level of activity. 

I appreciate the liquidity issue that you raise with smaller firms, 
but m)m our standpoint, we have to look as well at your cuutomers 
behavior? How is this affecting customer behavior? It is not the 
on^ issue, but it is an important one for us. 

During bad times, I would be far more inclined to rush and do 
what S^ator Greims has suggested; lefs lower those fees, if, in 
fact, that is causing some reduction in consumer activi^. 

In good times, if jrou dont take some steps to put money away 
and deal with your debt and a few other issues that are looming 
out there as problems, we end up back at a situation where we 
have higher mterest rates, and ni^er inflation. A lot of those 
issues have a profound effect on the ability of your industry to do 
a good job. We are trying to look at this in a far lai^er context than 
just the fee issue. 

I asked a lot of questions there, and I will appreciate any com- 
ments you may have on them. 

Marc, since I have asked the first question of you 

Mr. Lackrttz. Thanks, Senator Dodd. I also would like to just 
stress our appreciation and our gratitude for the terrific work that 
you have be^ involved in when you were Chairman of the Sub- 
committee and as Ranking Member. We reaUy appreciate your ef- 
forts, both in the area of securities litigation reform and NSMIA 
l^islation. We really appreciate the chance to work with you on 
this issue as well. 

With respect to your general point about how fees are passed on, 
and how the industry makes it money and that sort of^ thing, let 
me go back to the last point that you raised. It is really important 
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to fix the leaky roof when the sun is shining. Here, the leaky roof 
really has to do not so much with customer behavior, and not so 
much with deterred transaddons, but more with just the arithmetic 
and the net loss to the real economy of the excessive fees. 

With respect to the way that the industry charges for its services 
and recovers fees, the industry charges many different ways. There 
are commissions on tremsectdons, percentages on assets under man- 
agement, and fixed fees for advice, that kind of tiling. There is a 
whole array of choices, and an array of choices to customers. Those 
fees, in fact, have been coming down tremendously over the last 
number of years, partly because of competition, pwtly because of 
technology. 

Your point that, in fact, the industry is not suffering in terms of 
customer behavior, I think is a valid point. But I thmk the more 
important issue is, what is it doing to the real economy, and what 
is it doing to investor returns? If you look at the profitability of the 
industry overall, last year, the industry, the whole industry, made 
$9.8 billion in t^ms of prcn&tabih^. 

In terms of the excessive fees uat are being put into the Treas- 
uty, exceeding the cost of regulation, we are talking about over $1 
biUion a year the last couple of years, and we are projecting $3.8 
billion over the next 3 yeeirs, so we sa-e talking about a significant 
part of that profitobility. If you break it down into individual cus- 
tomers, we don't have data on that, and my guess is that you are 
not going to find or it would be very difGcult to discern that. We 
can see if we can find that information out, but I think it is going 
to be difficult to find. I believe the more important point is the eco- 
nomic drag of the overall amount of money that's being put in as 
a tax, way beyond the cost of regulation. 

You rfiised the point earUer mat you thought maybe our optimal 
solution was to wipe out the fees completely. That is not true. Our 
optimal solution is for the fees to match t&e cost of fiilly fiinding 
the SEC. 

Senator Dodd. You understand that there was a huge batUe be- 
tween Senator Gramm and Senator Gregg because these ftinds are 
the ones that pay for things like the FBI and Embassy security. We 
are t^'^TH"g atmut functions that most of us feel we need to sumwrt. 

Would anyone care to comment? From Nasdaq, in particular, I 
would be interested in that double transaction question. 

Mr. Kearney. I would like to comment on that just briefly. The 
fee computation would be the first part of it I would like to ad- 
dress. I wasn't there, I wasn't a part of the process, but anybody 
who looks at how it evolved — especially a Nasdaq trader — ^would 
have to say that they use the same computotion to design the fee 
for Nasdaq trades as they did for listed trades, and they are two 
different types of marketplaces. 

The speciahst basically does match the orders and counts it one 
time. In Nasdaq, there are double transactions. When I sell that to 
a customer on a net basis, which most of our transactions are, I 
absorb that fee. I cannot pass that on to my customer. It is in the 
spread, so to speak, and now that the spreads have narrowed, a lot 
erf' times we are trading these things at a loss. In other words, I 
buy it at $10, 1 s^ it at $10, and I have to pay this fee. It is my 
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capital being used to middle-man the transaction, if you want an 

erolanation. 

As far as the volume computation, I think that is a political ani- 
mal. Lo^c would say that it should be computed once in many 
transactions. I beUeve the NASD and my colleagues at the New 
York Stock Exchange look at volume as a so-called advertising 
bonus. They say that my exchange did a billion shares, and I think 
for the NASD to try and change the computation, the way they 
compute their volume, would have a mf\jor impact, probably, on the 
Nasdaq itself. That is an issue that is a lot bigger than just the 
fees, I am a&aid. 

Senator DODD. I understand where you accept it if it is a flat buy 
at $10/8ell at $10. But when that is not the case, is there, in fact, 
a transaction fee that is charged twice, to the specialist, and then 
to the individual? 

Mr. Kearney. No. The specialists are on the Exchange. They get 
the order, they reflect it on their book, Eind they match it. 

Senator Dodd. There's no transaction fee on that? 

Mr. Kearney. R^it, it is once, but on the Nasdaq side, yes, 
there is a double fee. 

Mr. Lackritz. There is a transaction fee, but it is only levied 
once. 

Mr. Kearney. Correct. In the case of a Nasdaq market maker, 
it is levied to the position trader as he passes the execution on to 
the buyer. It basically takes right out of anything that we hopefully 
gain firom the trade. 

Mr. Seuas. You are correct. Senator. I don't think anyone makes 
a dedmon on whether to buy or sell a stock based on the V^mth 
of 1 percent of the sale price. It heis a m^or impact, however, aa 
my colleagues have pointed out, and as Mr. Cader mil clarify, on 
the market makers who provide the hc^id markets that these in- 
vestors need, and in some cases, that will influence whether or not 
an investor will buy a security that may have a market which is 
not as efficient as he would like. That kind of decision does happen, 
but not whether or not to buy stocks based m this at EtU. 

Senator GRAMS. Mr. Cader. 

Mr. Cader. I will give some answers, not in the correct order to 
your questions. As to the question of how the fee gets passed along 
to customers, is that the existence of the fee actually provides 
somehow extra margin or potential margin to securities fiims. Our 
firm is in the business of market making, and also in the business 
of providing execution, clearing, brokerage services, not to public 
customers, hut actually to other specialists, other market makers, 
other firms who do what we do. I know that on our confirms to cus- 
tomers for each trade, the SECs fee is passed through, dollar-for^ 
dollar. It is a separate line on the confirm, so we neiuier subsidize 
that for customers, nor do we earn an extra penny from it. In feet, 
it is there for them to see exactly how much they are paying di- 
rectly in fees to us, which we directly piiss over to you all. So, at 
least for our firm, and I think for most others as well, it is actually 
broken out as a separate fee, and is not something that can get 
hidden in commissions, if we wanted to. 

To the question of whether this large tax impedes trading from 
taking place, I think I commented on tEat earher. 
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Again, tram the perspective of our firm, not only as a dealer and 
marKet maker, but our customers engaged in those activities, many 
of whom are actually smaller firms uum ours, I have noticed, both 
anecdotally, and could probably show statisticallv, that these firms 
have done things like reduce the number of stocks that they make 
markets in, seen their margins come down even in these good 
times for a variety of reasons, not only the fees, to the point where 
they have literally changed some of their business models and gone 
into different busmesses other than maiket making, seeking a mar- 
gin that they can no longer make. 

I think that all gets covered over a bit in the good times when 
there is ample Hqmdity, and even when prices are going up and li- 
quidity isn't as good as it mi^t be, there's not as much concern. 

But anecdotally, for sure, in the abrogate, not trade-by-trade, 
the existence of a fee that captures 20 or 30 percent of a firm's pre- 
tax revenue certainly does affect their macro decisions as to how 
many traders to have, how much capital to put into their business 
of supplying liquidity. 

As to the double-counting question, I think you are correct that 
there is a double-counting issue on Nasdaq securities. I think it is 
less of an issue than it used to be, because as that market has 
evolved, there are more public-to-public trades than there used to 
be. It is no longer exclusively a dealer market, but something of a 
hybrid. But irrespective of what the answer to that might be in 
terms of a percentage, even if you were at the maximum, you could 
cut in half the revenue raised fivm the Nasdaq portion of the Sec- 
tion 31 fees. E^en if you were to say every trade is double-counted, 
I think that would be a reduction of a $100-$150 million out of a 
billion or a billion-plus of over-funding. That mi^t be an incre- 
mental move in the direction of having the tax equal what is nec- 
essary for the SEC, but would be a smiall, rather man a large, way 
of addressing that. 

Senator Dodd. Thank you. 

Mr. KOKINS. Can I just interject one thing. Senator? You cor- 
rectly identified a difference between the two markets, because the 
Exchange miu'ket — and, having run a re^onal exchange for about 
6¥t years in California, the regional specialist and the specialist on 
the New York and American Stock Exchanges sit in a very unique 
positicm in that they are in a monopoly position in that porticiuar 
issue at a point in time. They don't face the same multiple type of 
trading venues that the Nas(»q market maker has to contend with. 
Under the rules that were estoblished, the Nasdaq market maker 
is forced to do this double transaction in order to be in compUance 
with order handling rules that exist today. 

I believe it is important to noto that the good times have been 
there, but even during these good times, as you look at migor 
firms — ^these miyor firms have cut anywhere fi*om a third to a half 
of the number of issues that they made markets in several years 
ago. That has to have an impact on the capital raising function in 
tms country aftor we get into a period where we don't nave the so- 
called good times that we are enjoying right now. So, I think that 
if we toke a look at this transaction fee. and look at a biUion dol- 
lars, approximately, that could come back into the industry, that 
would De a big incentive for a lot of these market maker finns to 
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increase the number of issues they make markets in, and that 
would be of great benefit in the capital raising function. 

Senator DODD. Thank you. 

Senator Grams. Senator Schumer. 

Senator Schumer. Thank you, Mr. Chairman. 

As has been said, every question has been asked, but not every- 
one has asked it. I am not going to repeat the same questions over 
and over again; I am just going to say that I think these fees are 
excessive, and I will add my voice to those of Senator Grams and 
Senator Dodd in trying to get them at an even level. When you look 
at the numbers, $340 million in costs to $1.6 billion in fees, it is 
just 80 far out of line that it is absurd. 

Let me ask vou another question that I have be»i pondering 
lately that maybe we can have a hearing on at some point in time. 
For the years I have been in the House and now in the Senate, I 
have been an advocate of the specialist system. It is an auction sys- 
tem and it seems the fairest system, and yet just ovemi^t, we 
have seen Internet trsding, electronic trading. I believe I read 
somewhere that 30 percent of alt trades were done on the Internet 
this year, which is just astounding to me. I imagine that is going 
to keep growing. 

Let me just ask. Fm sure all of you have thought about it more 
than we have. Where are we going, seriously? What are the kinds 
of protections and safeguards that ycni have built into your system 
that are not in the other systems? Again, I realize that is not the 
subject of this particular hearing, but it is somewhat related. I just 
want any off-the-top-of-the-head comments that can stimulate our 
thinking on this. I think we are at the most signiiicant point of 
change m the way stocks are sold, equities are sold, probably since 
the Buttonwood Tree. Who would like to address that? 

Mr. Sewas. I will take a crack at it. You have, of course, put your 
finger on the hot topic and issue in our industry. How are securi> 
ties going to be traded in the fixture? Everyone has a different opin- 
ion. 1 think we are all probably in agreement that trading will 
evolve to that system which provides the customer the fairest, most 
efGcient pricing mechanism, and offers him the least cosUy method 
of doing so. We at the Stock Exchange think we do that. Some of 
the alt^nate trading networks say, no, we do it better than you. 
The public, as in anything else, wiU make its decisions and vote on 
its decisions with its dollars. 

Senator Schumer. Mr. Se^aa, I respect yotir views as you know, 
but tell me, do you think that if this Systran is the best system, it 
is going to prevail? 

Mr. Seuas. Exactly, sir. We have the utmost confidence. It is 
very easy to look at our floor on CNN evray day and say, look at 
those guys, they are still throwing paper aroimd down there. And 
yet we have the utmost confidence m the technology and the fair- 
ness of our market, and we think we will not only survive, but we 
will prosper. 

Sraiator Schumer. I am worried firom the other end, not about 
the fairness of your system en* the efiBciency, but that the other sys- 
tems are going to create opportunities for tixe always, ever-present 
few rogues to really begin to take advantage of a system in ways 
that we havent known. Your system, the specialist system, has 
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worked out very well. It has been fair, but there are so many new 
people getting direct access to the markets who are not all that 
eroerienced. 

I saw something on 60 Minutes a couple of weeks ago when they 
had these day-traders. I think they interviewed 27 of them, and 26 
lost money. It was almost like gambling. I worry that maybe to get 
to the ultmiate equal point, Mr. Seyas, that you are talking about, 
we are going to nave some real bumps along the ride. I was just 
wondering about your thoughts about it. 

Mr. Lackritz. Senator, u I could respond, briefly, to that point, 
I think we share exactly the concern that you have etrticulatea. 

The phenomenon of Internet trading find of e-commerce in the 
securities industry is the most dreunatic development that has hap- 
pened in a long time. I don't know whether it goes back to the 
Buttonwood Tree, but it's certainly a very loi^ time. 

I am going to give you a couple of numbers to hang on that. Four 
years ago, we had zero Internet brokers. Today, we nave over 100 
of them. Four years go, we had almost negligible Internet trans- 
actions. In the last 2 years, it has grown 20 percent a quarter, 
every month for the last 2 years. We are now over 5.3 million ac- 
counts, and, you are right, almost up to 30 percent of all retail 
transactions are entered over the Internet. 

There is a real opportunity here for investors, and there is also 
some concern on the down side. Your question, I think is exactly 
on the money. What do we do to maintain the integrity of these 
markets, aad root out fraud before it happens? 

Obviously, fraud is fraud, whether it ia over the telephone, in 
person, or over the Internet, we need to make sure that we have 
ample and adequate Burveillance, tough enforcement, and, most 
importantly, I think, we need to make sure we do a better job of 
educating mvestors. I believe investor education really is the k^ 
to a lot of this, to ensure that newcomers into the markets, and 
new educators, new investors, understand what the syBtems are 
like and what the possibilities are, both up and down. I think we 
have a huge job in front of us to do that effectively. We can do it 
over the Internet. In fact, we have a number of education programs 
that we are offering now over the Internet, as well aa paperback 
books and all kinds of other things, CD's, and everything else. 

I think we as an industry have to do a better job of educating 
investcH*s, and also working with the regulators and with the sel^ 
regulatory organizations to ensure we have adequate resources in 
place to be tough cops on the beat, and when we find fraudsters 
or Bcamsters, to get tnem out of the business as quickly as we can. 

Senator DoDD. I was watching a lot (^ this March Madnees, and 
probably watched more television lately than I have in weeks. 

[Laughter.] 

A lot of people pay attention to poUs in order to get a sense of 
public mood. I watdi commercial advertising. They spend a lot 
more time and effort trying to determine where the pubuc mood is. 
I was stunned by the number of ads that treat brokers as really 
bad used car salesmen. I mean, it's reaUy an indictment. 

Something needs to be said, it seems to me, from the industry 
in t«rms of the value of having a good broker. Let the meirgin calls 
happen and a downturn in me econinny and we are going to be 
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faced with a panel of witnessea up here screaming at us about v^y 
we didn't say something or do something about this. 

I want to underscore what Senator Schumer has raised here. 

The day that William Jefferson Clinton was sworn into public of* 
fice, the Presidency, on January 20, 1993, there were 44 Web sites. 
Today, there are 40,000 pages an hour added to the Internet. That 
will just give you an idea of the explosion in the last 6 years and 
what's happened. 

Senator Schumbr. So, A1 Gore has done a helluva job, ri^t? 

[Laughter.] 

Senator DODD. I just want to underscore the point that Senator 
Schumer has made. The Chairman and I have talked about this, 
and I will let him comment on this. 

Technology is just outstripping our ability in a sense to have a 
handle at all on what is going on out there in the transparency of 
our markets, the confidence people have in our markets. You peo- 
ple argue this better than we do. The reason the world comes to 
America to invest its hard-earned doUars is that they have a high 
d^nee of confidence that their money is relatively safe. 

The other thing — economies may go bad, but tiiey Imow it is not 
going to be subject to some abuses along the way. If we ever lose 
that attractiveness here, it will be a m^or loss for us. 

Mr. KORINS. Senator, that is why none of the members of this 
panel made any comment about not fiinding the SEC. We are just 
talking about the level of funding. 

Senator Dodd. I understand that. 

Mr. KORINS. They have an awesome task with the changes in the 
marketplace, and we think they should be adequately funded. 

Senator SCHUMER. If I mi^t, I always argued that the more ad- 
versarial SEC's regulator, which puts a lot of people throu^ the 
mill, far better served its industry than the more firiendly regu- 
lators on the banking side, and you have seen them with greater 
up's and down's on that. It works. 

Mr. Kearney. I would juat like to add to your questim, Saiator 
Schumer. The auction market is tremendously efficient in highly 
Uquid securities. And the negotiated market has proven itself to be 
the place where America can raise capital over the last 15 or 20 
years, and that's the Nasdaq market. 

We are seeing meyor s^ctural change that is turning the 
Nasdaq market into an auction market, and I caution you that this 
is very dangerous for America. Big stocks can trade in an auction 
market, hut Httle stocks need a different environment. They need 
an environment where a pn^essional can commit capital when he 
wants to commit it. I think it is important that our Government 
stay on top of this, because we have regulators that are literally 
dumping new market structure rules on us daily. 

Our systems are being taxed to the maximum, and they keep 
putting new regulations on, telling us to change our systems. At 
some point we have to stop, see miat we have created, and allow 
us to develop business plans so we can keep this economy going. 
It is becoming a very serious problem. 

Senator DODD. Cross the line and bring them into Connecticut. 

[Laughter.] 
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Senator GRAMS. I want to thank Senator Schumer and Senator 
Dodd because they have raised some good isaues that we will hold 
further hearings on, dealing with just the length of day of trading, 
the electronic trading, the e-trades. It is not too ear^ to get in- 
volved in this, because as you mentioned, 40,000 pages an hour are 
being added. I dont think we can get too far out in front of an 
issue like this whidi is going to come back and have some real 
questions to be answered here. 

Also, as far as talking about how some (^ these dollars are being 
used to fiind many good things in the budget, which is true, ana 
maybe these other areas or services need to nave more funding, but 
I do not believe that it should be back-door taxes; it should tw fair 
taxation. I think that is what we are b^iug to get at here today, 
not that they do not need funding, but it is now we raise the reve- 
nues to do it. 

I want to thank the panel. I appreciate your comments and your 
testimony. I will leave the record open for 3 days in case any other 
Members of the Subcommittee would like to submit questions to 
you in writing, or if you have any additional information you would 
uke to provide to the Subcommittee. 

I want to thank you very much. This hearing is adjoujmed. 

[Whereupon, at 11:45 a.ro., the hearing weis adjourned.) 

[Prepared statements and additional material supplied for the 
record follow:] 
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PREPABED STATEMENT OF ARTHUR IXVITT 

Chairman, U^. SBCURiriBS and Exchange CoHiassioN 
March 24, 1999 

Choinnui Grams, Senator Dodd, and Memben of the Subcommittee, I appieciata 
the oppDitunitv to teeti^ today on behalf of the Securitiea and Exchange Gommia- 
■ion (SEC or Commission) reearding its fee collections and fimding itrocture. The 
SEC aharea the Subcommittee^ concern that fee collecticma are current^ wall in ex- 
cess of initial pKoections. The existim fee ttnictiire, last revised in IwMt, was the 
-~~'"-*' '>' "iny years <d negotiations, mvohring many players with Gompetus jnter- 
r, tremendous market growth in recrat years haspusbed fM ccdlections 
le levels anticipated during thoae negotiBtions. Ilie SEC welcomes an 
inclusive, reasoned diak^ue on fee collections and now best to address this problem. 
History of Feea 

Federal securities laws direct the Commission to collect three difierent Qrpea of 
fees: Registration fees, transaction fees, and fees on mergers and tender offers. Secu- 
rities r^pstration fees (Section 6(b) fees) are paid by corporations and inveetment 
companies whoi thqr rwialar securitiea fiv sale. lliMe were first enacted at a rate 
of Moth of 1 percent under Sectimi 6(b) of the Securities Act of 1933. llie proceeds 
frran this fee go directly to the U.S. neaauiy and are unavailable fiv funding ihe 
SEC. Starting in 1990, the Section 6(b) fee rate was increased yearlv throu^ the 
aron m iialJona process. Hie increase over the Mwth of 1 percent (called offsetting 
GoUecnms) coo ne used to partially ftiod the agency. 

Transaction fees (Section 31 fees) are paid whra securities are sold. These were 
enacted at a rate of Mooth of 1 percent on exdiange-listed securitiee under Section 
31 <tf the Securities Exchange Act of 1934. Proceeds firam this fee are also deposited 
directly in the U.S. Treasury. 

Fees on mergers and tender offers are paid by corporations directly to the U.S. 
Treasury and are not available to fimd the agnuy. 

Hie SECs fee collections have been a suloect of concern since 1983, when the 
(Commission first began contributing more to the U.S. ^heasuiy than was required 
to fund the agency. Ci feet, in 1988, this Subctmunittee under the leadership or Sen- 
ator Dodd requested that me SEC ATumina its fee collections and funding atmct u re. 
The report prepared by the SEC in response to this request was the mst step in 
the process that eventually led to the compromise reached in Title IV of the Na- 
tional Securities Markets Improvement Act of 1996 (NSMIA).> 
Fee Agreement 

Htle IV of the NSMIA mandatee a fee structure that was the result of extensive 
oeeotiatioas between six different Congressional CommittoBs, the Administration, 
lUM the SEC. In general, the NSMIA fee structure was designed to; 

• Gradually reduce total fee collections. 

• Travel the playing field' by extending the Section 31 transaction fees, which had 
previously only appUed to transactions involving exchange-listed securities, to se- 
curities But^ject to ^ast sale reporting" in the over-the-counter market 

• Gradually reduce the SECs reliance on fee collections, thereby increasing the 
amount of new budget authori^ required to fimd the agency through the appro- 
priations process. 

■ Provide the SEC with a stable, long-term funding structure. 

NSMIA set in motion a gradual reduction in Section 6(b) registration fee rates 
over a 10-year period intendod to more closely align fbe collections with the funding 
needs of the S£C. Specifically, NSMIA authwized the Commission to collect secun- 
lies r^istratimi feM at the rate of Vfaoth of 1 percent of the aggregate offering price 
in fiscal year 2(X)6, declining from V^th of 1 percent in 19%; In fiscal year 2007, 
the rate vdll be further reduced to VisoOi of 1 percent In additiim, NSMIA classified 
the portimt of the Section 6(b) fees in excess of Uoth of 1 percent (i.«., the portion 
dechning from 1998 to 2006) as offeetting collections that can be used directly to 
fund Commission operations, subject to prior approval l^ the Commission's appro- 
priatiiw committees. 

NSMlA also providod equity in the application of Section 31 fees by authorizing 
the SBC to collect these fees on transactions in the over-the-counter (OTC) market 
involving securities subject to last sale reporting.' Unlike the Section 31 fees im- 
posed on sales of exdiange-listed securities, these new OTC Ems are classified as 
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uflh e tU nt coltoetloM and, therefore, can be ueed to fiind CcmuniMkin (qwrations, 
■nUect to approval br the CommiBuon's apprcmriating committeaa. Under NSMIA, 
all Seiiion 31 feaa will &1I to Vfooth of 1 percent in fiscal jmar 2007. 

Becauae the feea cdlected fay the SEC are tiad— directly and indirectly— to market 
acthri^ tbey are nearly impoisible to predict accurately. Ibe li»e ratea estaUii' ' 
in tlw NSHU ware baaad on 1996 prnectionB of market activi^. Howvver, the 
mendoiiB growth in the marketa over the paat few yeara has far exceeded the 1 
eatimatea on which NSHIA was baaad, reanltinc in fee collections well in ntoesa m 
misinal eatimatea. Unfortunately, the potential ror either ezceaa collections or short- 
U& is inherent in activity-based fees. 

While the NSHIA fee atnicture haa eliminated the funding uncertaintiea and the 
criaia aitoatiwis that surrounded the anwy's fimding from the lato 1980's to the 
mid-UQtfa, it haa not reduced total coUectitms due to uneuwctedly strong market 
activi^. 

It Act 



The rules enacted as part of the Budget Enforcement Act (BEA) hare restricted 
rfbrta to undertake a comprehensive fee reduction. The BEA splits our fee coUec- 
ticns Into two different categories: Mandatory and discretionary. Under the BEA, 
any fees in existence prior to 1990 are deemed mandatory and are deposited directly 
in the Genera] Fund of the U.S. Tnsauiy; they are unavailable fbr SEC use. Hie 
SECs fees that fell into this category are: 



llteae fees, which account fer n 



g exchange-listed securitiea. 
ir^ 70 percent of the total SEC collections, are 



a in revenues mr decrease in Federal spending elsewhere. According to the 
uonsreasional Budget Office's (CEO's) estimates, to fuDy repesl these Gms, ouiar col- 
lectuna flowing to the Treaauiy's General Fund would have to increaaa by $9.6 bil- 
Uoa over the next 7 years, or spending from ths Goieral Fund would have to be 
reduced by the same amount 

Tlie remaining 30 percent of SEC collections are unafiected by the requiremento 
of the BEA. Theae "discretionaiy' fees, available for use by our appropriators under 
NSMIA, are the fees previously identified as our o&etting collections. Specifically, 
they are: 

• Seetian 6(b) registration fees collected above Vfaitb of 1 percent 

• Section 31 fees on transactions in securities subject to Mast sale reporting" in the 
over-the-counter market. 
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As the chart illustrates, fee collections b__ , ._ „__ 

fiscal year 2006, and then fall sharply in 2007 when the final NSMIA fee reductions 
go into affect 
F«« Itodnctiona 

The Commission recognizes the magnitude of this issue, and has tried to reduce 
fees, where poesible, when it is within ito author!^ to do so. The Commission has 
taken two specific actiona to reduce fises and administrative burdena. In 1996, fees 
tx tiling certain disclosure documents men eliminated, saving puUie companies an 
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eatimatod $8-$18 million per year. While thi* ia a small amount relative to the alse 
of the induatry, it is eignfficant in redudng the administrative burden on the reg- 
iatranta, as iml ae the SBC. Id addition, the Commission reanmded to industiT 
concerns diat there was a doable countinB of transactioDB in tne over-the'«oimter 
market impound an unfair burden on certain market participants. ^Iw Ccmunission 
encouraceo and active^ supported changes in industry practices to elindnato this 
problem and expects the NJt£D te implement its proposed rule change addresung 
this issue shortly. 
Coacla^a 

Ted», we are faced with foe collections that are well above the levels antidpatad 
in NSMIA. As stated earlier, CBCs estimates for fiscal year 2000 fee collections are 
)1.66 billion. Not only ia that amount far greater than our budget request of )360.8 
million, but 70 percent of that figure ia unavailable to fund the agency because at 
the restrictions unpoaed by the BEA rules. 

We also are faced with many of the same issues that required years of Consrea- 
sional negotiation to addreaa in the ultimate compromiae embodied in the NSMIA. 
Given the difBcultiea in reaching that compromiae, one passible solution is simply 
to allow the NSMIA to do what it waa intended to do — reduce feea gradually over 
a 10-year period. However, aa these discussions move forward, the Commission be- 
lieves that any alternatives should consider 
■ Full SEC funding. 

• Spreading the coats of regulation among those who benefit. 

• ^rtte effect of market conmtioDa on collectiona. 

• lite Gompetiag interests of all parties. 

ThiB SEC wekmnea this dialogue on fee collections and bow beet to address thia 
continuing problem. I would like to thank aU the interested parties (with whom I 
have spoken thia year) for expressing a desire to see that our agency remains ade- 
quately funded regardleas of tne approach taken. 



PREPARED STATEMENT OF MARC LACKRIIZ 

Pbbsident, SecuRiTiES iNDUsnrr Association 
March 24, 1999 

Chairman &ama. Senator Dodd, and Membera of the Subcommittee, I am Marc 
Lackriti, Preddent of the Securities Induatiy Aasodation.' Thank you for inviting 
the SIA to testify at thia hearing on the autgect of aecurities transaction and other 
feea. Thia ia a sutriect on whidi the Chairman of the full Committee, Senator 
Qmam, haa been a leader for a number of yeara. 

Chairman Grama, this is the first opportunity the SIA haa had to testify before 
tlie Securitiea Suboommittoe aince you Became ita new Chairman. We greatly appre- 
ciate your interest in the antgect of today's hearing and, more broadly, your interest 
in foir, efBoent, and internationally competitive securitiea maikets. We look foi^ 
ward to working with you on this iaaue and others that mi^ come before the Sub- 
committee in thu Cooereaa. 

Senator Dodd, we tuao are grateful for the work you have done to reduce regu- 
latory burdena and roduoe coste to investors— both during your earlier service aa 
Chair of thia Subcommittee and, now, as ite Ranking Democrat. We aiqiredate your 
continued intoreat and involvement in iasuea affecting the aecuritiea markets. 

We believe it ia critical that Congress examine the issue of SEC's fees, because 
the focta and assumptions on which enactment of the current statutory fee structure 
was based have changed. Fees that were developed several years ago to fimd the 
coat of regulatiiig the securitiea markate now exceed thoee coats to auch a decree 
that they conatituto a tax on capital formation, and a special tax on every American 
investor and issuer. 
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■ecuritiai firmi to secom^iih common goals. SIA 

■II jibiags of owponta ""^ public fiaanca. ^w U3. aecuritiaa induatiy mansgei the accoimts 
of more than 60 milli«i investors directly aad teas ef millions of bmstors iDdireetly through 
Gonnrata, thrift, and pansioa plans. Tb» mdustiy gmeratos Bonxnimately $300 billion of reva- 
anaa yoany ia tlia Vs. %eaeaaa and eamkm mom than 600,000 indhridoals. (Hm* iolbrautloa 
abnt the SIA U anilBblB B its laana page: lit4Kihnrw.sIa.eML} 
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Our Mcuritiea maAatM sem as a Btniw engine of grawtb and job enatiaa for 
our economy by furnishing the seed capital ibr start up compaaies, by providing the 

liquidity essential to twing investois into the market, and by creating ■"' ' 

investnent vehidea for ""Hiw^f of Amerieana. TodBy> 48 percent of US. 

own stock, directly or indirecthr. By the year 2000, the number of individuals who 
0¥ra stodk is likely to exceed 80 miUioo. Hie more than 600,000 men and women 
wlm go to wnk in the securities industry eveiy day work haid to enaure that we 
have the fiunst, deepost, and most liquid securities mai^ets in the world. 

We know that our markets have been made better, and foirer, Inr the preaence 
of a strong and efisctive Securities and Exchange Commission. And, because it is 



„— a of investor |ux>tection. In the past, the SIA 

una Buyyuivau miui luuuiug fcw tlM SBC, oveu at times wheD budget freezes and 
budget cuts were being pressed on all Federal agencies. 

Ihree years ago, the industry was aaked to step up to the plate and pav addi- 
tional foes in oner to help Omgress move to a more reliable funding mecnanism 
for Ute SEC. We agreed to do so, because we believed it was in the long-term inter- 
ests of our maAets. The foe structure adopted as part of the Naticmal Securitiea 
Markets Improvement Act of 1996 fbr the fint time assessed transaction foes on the 
Naadaq markets, estabUshing parity in the fees assessed on exdmnge and Nosdao 
markets.' While it was expected that, as a result of these dianges, the fees paid 
by investors and the industry would increase in the near term, the ultimate goal 
M NSHIA's fee provisions was to bring fees collected by the SEC more in line wiQi 
the cost of runiung the agency. But, at the time these provisions were enacted, no 
me anticipated the explosion of market activity that has taken place over the past 
several years, and that appears to be wrnHniiitij and increasing. 

WI^ overage daily trading volume in 1996 on the ezchanee, Nasdaq and regional 
markets was a billion shares a day, by 1998 it bod risen to 1.6 billion aham a dav. 
Total wnn^*' share volume in these markets was 261 billion shares in 1996; bf 1998 
volume hod risen to 400 billion diares traded anoually^-a 60 percent jump m just 



^wW ^ 



J this period, SEC aiq>ropriationa have risen in an eSbrt to give the SEC 
Buuiuent resources to oversee Uie ma^ets and enforce the Federal securities laws. 
However, the increase in transaction and otlier fees paid by investors, issnen, and 
the industry has fkr exceeded the Increase in the cost of running the SEC. The fel- 
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Pees now paid by investors, issuers, and the industry amount to five times the 
cost of nmning the SEC. In 1998 alone, while the SECs budget was just mtir $316 
million, securities r^istration, transaction, and other fbes collected Iqr the SEC to- 
taled more than $1.7 billion. From FY 1998 throu^ FY 2000, if the present trend 
continues, the amounts paid by investors, issoers, and l^ the industry will have 
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exceeded the SECs budget by more than $3^ billion. We do not believe it is in the 
interest of iDvestors— or in uh interests of our capital marlMts more broad^^'^br 
these fees to ao grossly dwarf the regulatory costs incurred. These fees drain capital 
from the private markets — removing it at the very beginning of the capital raising 



This is real capital that could be used to fund new businesses, to build plants, 
to create jobs, and to add to the national wealth. But, instead of being allocated fay 
market ftu'cee in the private sector, it is '%und'' money, to be allocatM by the U.S. 
Government 

I would remind the Subcommittee that, while this situation has arisen as a reeult 
of legislation passed by the G<KigrosB, the result certainly was not inteiMled. In &ct, 
the result ciHild not be forther £rom Congressional hitent. 

When Coogrees sdopted NSMIA's fee provision^ its intent was clear, llw lan- 
guage of Section 6{b) states that the registration fees to be collected by the SEC 
under that section "are designsd to recover the costs to the Qovemment <n the secu- 
rities registration process, and costs related to iodi process. . . ." Hw language of 
Secticm 31 statss that the transaction fees to be collected by the SEC 'are deeigned 
to recover the costs to the Qovenuneot of the supervision and regulation of securt* 
ties markets and securities professionals and costs related to vaen supervision and 
regulation. . . ." 

Unfortunately, the fees have exceeded the cost of rwulatioii; th^ have un&irly 
diverted reeourcee whidi could be ueed more productively elsewhere in our economy. 

Hiere may be some who believe that, siiKe the U.S. sto^ market is at an all time 
hi^ U.S. investon and issues somehow can, or should, pay these fees. So what if 
they psy a little more here or there? 

It simply >• o<A rifiit to dMtge investors, issuers, and the industry five times the 
coet of regulation. Tba secuiitiM industry has demonstrated that we are more than 
willing to pw the cost associated with regulation. But a tax ^ any other name 
should not fell disproportionate^ on inveetors, savers, retirees, issuers, and the se- 
curities industry by accident, or because of uianged circumstances. In short, this 
kind of levy should not be allowed to simply "happen." 

Mr. Chairman, we urge you to craft a solution that will better align fees with the 
cost of regulation. We &m confidence that Gcogress, once it reviews the &cts, can 
make a decision that is in the interest of millions of investors. We commit to you 
to work with this Subcommittee to find sudi a solution. 

llie securities industry is feced with a number of diallenges in the immediate fu- 
ture; How to make a successful conversion to the Year 2000, so that it is seamless 
for investors and issuers; how to ensure that investors and issuers benefit finm the 
eipkwion in tedmology and electronic commerce and how to meet the competitive 
dtallenges of globalization. All of these challenges have required, and will continue 
to require, significant financial inveetment on our part, as well as the time and the 
efforts of our most talentod industry professionals. We intend to meet these ehsl- 
lenges, to maintain and to enhance the international preeminence of our capital 
markets, to help fund the continued growth of the U.S. economy, and to ensure that 
investors and issuers have even more opportunities in the next century. 

We look forward to working with you on the issue before the Subomunittee today 
and on the many other issuee that you and we no doubt will be discussing over the 
coming year. 



FVEPARED STATEBIENT OF LEE KOSINS 

Presidbnt and CHffir Executivk OmCER 
^cuRiTV Tradbbs Association 
March 24, 1999 
L Introduction 

Chairman Grams, Members of the Subcommittee, thank you for the invitation to 
testify before you todi^ on the sukject of SGCs fees. I do very much afqwedate this 
opportuoi^ to present the views of the Security Traders AssodatioD, and I applaud 
your leadmhip in scheduliiur a hearing on this important issue. I also want to com- 
mend Senator Gramm, the Chairman of the fiiU Committee, for making this issue 
a priority for the Senate Banking Committee this year. 

1 am Lee Korins, President and CEO of the Securi^ leaders Association (STA). 
I am accompanied tod^ by our eeteemed STA Chairman, Mr. Arthur Kearney, who 
is Director of Capital Markets and a Member of the Board of Directors at John G. 
Kinnard & Co., a broker-dealer located in Hinneaptdis, in Senator Qmaa' home 
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Stata of MisDesota. The STA is composed of 34 reeioc 
individual merobera throughout Noru America and Europe, and it is the lafgMt 
^TDup of its kind in the world. Our membership represents all beets of the aecuii- 
tiw mduatiy. While many members ara traders for securities firms and institutions, 
others are partners, specialists, floor traders, proprietary or registered repreaenta* 
tiv«s— all ot whom ar» chargM with the lesponsibili^ of executing ordm at the 
fairest prevailing prices. 7^ fact ia that no oat apeoMa fi)r individual profuaioaaU 
in the aecuritieM mauatry better than STA. It ie the only organitation that repnaenta, 
at all level*, the tnttretU <^wer 7,000 individuala. 

I just want to take a moment at the outset to commend the SEC and its staff 
for the admirable job that they do in oveiseeing the securitiea markets and securi- 
ties iMofessionals, and for helping to enstin tltat the U.S. securities markets remain 
the saf^t, soundest, most liquid and etEdent capital markets in the world. STA 
strongly sum>orts fiiU and ample SEC funding. 
n. Hlstorj of the SECa Funding structure 

Public Law 104-290, the National Securities Market Improvement Act of 1996, 
was sifined into law by President Clinton on October 11, 1996. The Act combined 
securities and mutual fund market reforms with a reauthorization of the Securities 
and Ezdiange Commission (SEC). The Act extended the imposition of the Securities 
~ * B Act of 1934's Section 31 transaction fees to Nasdaq stod transactions. 



^le S&jt reauthorization was the result of a comiJex deal worked out between 
House and Senate authorizers and appropriators, tne Of&ce of Management and 
Budget (OMB), and the SEC, fbllowing years of Congrossional wrangling over a new 
ESiCnitiiding mechanism. 
Background 

Since the ISSffs, the Federal Government has levied SECs fees on the regulated 
cmnmoniW, including r^jstratioa fees authorized by Section 6(b) of the Secuiitias 
Act of 1933, and transaction fees authorised by Sectioo 31 of the Securities Ex< 
diange Act of 1934. lliese fees were depositod m the ^heasuiy's General Fund as 
gttkeral ravennes. llie SEC receivod no credit for collected fees and could not di- 
rectly uae the fiinds, but rather was fiinded through an annual apprcqviatioD from 
the ^^ropriations Committee. Since 1983, the SEC has been a net contributor to 
the Tmsnry collecting far more fees than necessaiy to cover its budget 

In 1990, tbeee budget rules were significandjr dianged. Spedfi^Uy, the 1990 



Budget Enforcement Act set limitations on tpedfic spenctin^ catc^pnies md created 
'4iav-aB-vDii-0o' procedures to require offoets for decreases m revenue or increases 
it spending. Iliese rules put severe restraints on discretionBiy spend- 



tice, and State. Tlie income collected l^ ib» SECs fi»es did not create any additional 
funding for the amropriators. 
Raginninj in 1990, appnquiators decided to respond to the problem of insufficient 



resources to ftand competing programs by imposing one-year rate increases in the 
Section 6(b) rraistraticm fee in the annual Commerce, Justice, State Apprtni~'~'^' — 
II throi^ wnidi the SEC is funded. The amounU attribatableto such u 



were credited against the ageogr's an^opriataon account as an ofbetting collection. 
Of&etting collections are deposited in special appnnmations accounts, as apposed to 
the Oenn«l Fund, and are available to appropriators to finance agency activitiea. 
This funding mechanism increased the ov^all funds available to the ainiropriators. 
niis practice eventually led to otgections by various Members of Congress on bofii 
jurisdictional and public polky grwnds. Since the acenc^ was coUectmg far more 
m fees than its budget require*^ opponents argued tnat increasing the SECs fees 
constituted a tax. Members began to call fbr a new SEC funding structure that al- 
lowed the Govenunent to cover the coats of the SECs regulatory activities without 
artificially inflatiag the cost of raising capital in the maAets. La 1993, the House 
unanimou^y paased H.R 2239, a bUl which would have established a mechanism fay 
which the SEC would set and collect fees solely to recover the costs of its regulatory 



During that same year, the House and Senate again passed an SECs apprt^ia- 
tions maasura which raised registration fees and credited the amount as an otfeet- 
ting coUectimi. After several complaints were lodged with the ^>propriations Com- 



eranuei for nscal rran 19M throu^ 199S, m order to **^ rauinguw dtficit and 
pajhst-yoa^ badget leoTacaid nm^ality. After Kacal year 199B, the SECe tiaes would 
1 Mt and collected eo bi not to exceed the coete of ruiming the alui^. 
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mittM bv both Houw Ways and Meana and Houae Enargy and Commerca Com* 
mittae Membera, language was included in tbe conftrenee report on the Commerce, 
Justice, State ^qiropriations bill conference report indicating that tbe practice 
wouM be ended. 
Funding CritU 

Hie funding situation came to a head tfae following year. When the Commerce, 
Juatice, State AppropriationB Bill for fiacal year 1995 came to the floor of the House 
on June 28, 1£^, ue bill again contained a provision that would have imposed 
additional regiBtrataon fees as ofibettiDg collectiMU. Houae Members firustrated with 
the Senate'a lailuie to act cm the SE!C nmding iasue sacceeded in striking the provi- 
sion fnm tbe House bill on procedural graimds, and subseouently prevailed m an 
effort to keep the provision out of tbe conference agreement, ihia move left the SEC 
with an apmxmriation of $69.6 million, significantly below the $297 million origi- 
nally provHied by appropiiatora. The agenqr indicated that it would have to severely 
reemct its t^eratioas beginning in October 1994 absent Congressional action. 

lUfl funding ciiaia prompted Ccmgress to pssa a atop-g^ maasure (PX. 103-3S2), 
autheriziDg the registratioa fee increase' and ofbettmg revenue practice for an- 
other year, in order to fund the agiauy throu^ 1995. House Report 103-739 indi- 
cated that this was done as a one-time fix to avert an SEC shutdown, and con- 
temjdated passage in the next Congress of an SBC reauthorization that would 
"eliminate the need for one-year-at-a-time increases in renstration fees." The bill 
originated in the House Ways and Means Committee with tho support of tho House 
Commerce Comnuttee. The stage was thua set for an SEC reauthorization that 
would eatablish a predictable and adequate fee structure to recover funds sole^ to 
oCbet the coet of the agency's regulatory activities, 
n the J04th Congrem 



During 1996, the first session of the 104th Congress, o 
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unaddressed the SEC's fee 



year 1996 budget proposal lubmitted at the beginning o/ 1996 stressed the need for 
a sound, stable, and Itmg-term fbndin^ etmcture fbr the SEC. H.R. 2076, tbe Com- 
merce, Justioe, State AppropriatiMis Bill whidi passed that year, was vetoed by the 
Prendent dne to unrelated poticy disputes, and tbe SECi fiscal jrear 1996 budget 
waa funded fay a series of i-nnt^piiiwg resolutions. Finally, an ommbus spending hill 
(H.R. 3019) was passed, after the weUjtublidsed Government shut-downs, providing 
tbe SECs fbnds for the remainder of the year. 

In 1996, House Cnnmerce Committee Chairman Tom Bliley (R-VA) introduced 
HJt.2972, the SEC Reautborixation Act of 1996. The bUl was deaiened ultimately 
to md the apprcpriators' practice of fnndiiw SEC activities through tne yearly ritual 
of raising registration fbes as ofl^ttiiig coUectiona. llie pnqiosal would have reduced 
Section 3(b) registration f^es over a 6-year period, incremental^ extended the Sec- 
tion 31 transaction fees to Nasdaq teades, and reduced the rate fbr all transaction 
fbes t«yi««i'^ in 2002. In totel, the paduge was projected to reduce fbe collections 
by $761 million by 2002. Initially, a portion of the fees were to be deposited as off- 
setting collections. B^nnins in 2002, all fees would be deposited as general rev- 
enue and no fbes wonlo be allotted as olbetting collections. Ilius, by 20O2, tbe SEC 
would rely on the allocation made to the appropriatora fbr Commerce, Justiee, State, 
and related programs. Tbe Houae unanimousW passed H.R. 2972 on March 12, 1996. 

A sirr'i'Br transaction fee provision was included in a bill also introduced in 1996 
bnr then Sraate Banking Seoirities Subcommittee Chairman Crramm (R-m), S. 1856. 
However, Gramm and then Senate Ranking Committee Chairman lyAmato (R-NY) 
agreed to pos^Kine consideration of the SEc! reauthorization in response to concerns 
t^ Senate Democrats and the Administration. They were concerned that endiiuthe 
fretting collections fimding practice would require aiqiropriators to fund the ^C's 
flill budget out of the General Fund, suttject to the discretionary spending cape, forc- 



il in coofereace. NegotiaUoi 



■The Hu was eoDtmuad at Math of 1 parcent of tha ■"""■""■" ofbring pric 
the rate mpi^ed in the fiical year 19M CommaToe, Justice. State ^ipropria 
tb* •top.f^ eztenaion, lbs rat* would have Edlao to its itatulorily eutlwriti 
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unoDg House and Senate autboiiien and ann-opriatora the 0MB, and the SEC 
heM up the bill for wedu and threatened ta entirely derail the legislation. An agree- 
■nent was finalljr nadied on the fee issue and the bill was passed in the '''"■"g 
d^i of the 104U1 Congress. The conferenoe report was agreed to by the House oo 
Soptember 28, 1996, and t^ the Senate en October 1, 1996. H.R.3005 became P.L. 
104-290 when the President simed the bill on October 11, 1996. 

Under the aaufHex deal wonted out in conference, re^tration fees a» gradual^ 
reduced until fiscal year 2007, when tb«nr drop dramattcalljr. A portion of the rec- 
istration fee is deposited as General Fund rerenue, and a portion is made availabu 
to appropriatois as o&etting collectkiDS. Transactioa fees remain at Vteoth of 1 per- 
cent until fiscal year 2007, when they drop dramatically. Beginning in 1997, Nasdaq 
trades became sul^fect to the full transution fee rate. While the exchange tran»- 
actaoo fees are collected as Gen«a] Fund revenue, the Nasdaq transaction fees are 
deposited as ofbetting coUectians and must be tri^erod each year by an Appropria- 

problems. 
1998 CongrtatUmal Aetimi 

Sectitm 31 transaction fees were explicitly designed to recoup the costs of the 
SECs supervision and regulation of the securitiea markets ana securities [nofes- 
sionals— they were inteoded to be user fees, not general taxes. However, in fiscal 
year 1997, actual SECs collections from all sources grew to $990 milUon — over 
three times the SECs budget of $306 million. 

^lis situation caused concern smtng a number of Senate and House Members. 
SpecificBlly, it prompted former Representative Gerald Solomon, then the Chairman 
of the House Rules Cwnmittee, and Chief Depu^ Democratic Whip Bob Meoendes 
to introduce le(^lation in the House to address tne worsening problem of the SECs 
._ .,-*. ,„.- .^. „_ . nd Investment Belief Act of 1998, would ha- 
ils doser to those assumed when NSMIA n 
understand the legislationj it would have p 
... IS Committees with )20 million per year nu 

than what NSMIA assumed and what all parties agreed would be needed to ade- 
quately fund the SEC. 

This bipartisan legislation was coaponsored by 62 House Members and was en- 
dorsed 1^ a myriad of gioupe, including the STA, the New York Stodi Exchange 
Specialists Association, the Chicago Stock Exchange, the Pacific Stock Exchange, 
the NASD, the Electronic Traders Association, the Profit Sharing/401(k) Council, 
Americans for Tsx Reform, the National Taq>ay^a Union, Citizens for a Sound 
Economy, the U.S. Chambn' of Ccnnmerce, the NFIB, and literally doiens of oUt^ 
gnmps. 1 should also note that a revised version of H.R. 4213 was drafted to comply 
with budget scoring rules and was revenue neutral 

A separate bill to reduce SECs transaction fees introduced in 1998 would have 
cut the transaction fee rate in half from V^ooth of 1 percent, to Vbwth of 1 percent. 
Hie bill, H.R 4269, was introduced on July 17, 1998 by Re[nvsentatives Forties (R- 
NY) and Kolly (R-NY). The bill also gained three other ceaponsora. 
m. Current Situation 

Now, Mr. Chairman, the Administration's fiscal year 2000 budget ahows and the 
GBO confirms that the situation has only continued to worsen. In fiscal year 1998, 
actual SECs fee collections ballooned to a staggerinjg $1.78 billion — five and one- 
half times the SBCs $322 million budget. Clearly, this is not the scenario Congress 
intended when it rodeaigned the SECs funding structure in 1996 to reduee the 
amount of the fee surplus. 

I want to emphasize that the issue here is not SECs funding. The if 



reasonably nesded to fund the SECTWhat were rtpUatiy designed to be user fises 
have bectnne large and I believe unintended taxes oi) capital and the securities mar- 
kets. Last year, in endorsing H.R.4213, House W^> A Means Cranmittee Chairman 
Ardier expressed the Committee's view that these [transaction) "fees' are taxes be- 
cause th^ greatly exceed the SECs regulatory costs." And Full Committee Chair- 
man &amm recently echoed these sentiments when he stated that excessive SBCs 
fees "amountn to a general Government tax on busirtesses that are trying to get cap- 
ital to create jobs." We wholdieartedly agree. 

Excessive transaction Ibes have a noiative eflbct on the securities markets and 
impact ail Americans who save for the future by investiag in stodu-^ncluding mu- 
tual fiind inveaton, pension plan beneficiaries, and those who invest throu^ 401(k) 
[dans and other selfnlirected retirement accounts. Most Americans probably are not 
even aware that th<gr pey this tax to the Govemment, however, because it is oftm 
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niOed into ovnbMd eocts or manacement fo««. And while tbeaa &«• mi^t >i 

mtall as amlied to an individual trade, thej an mbatontial in the 

quicUy dodnc in on a $1 UUkm per year tax m all Americana aelUng at 

Bioesaive SBCs fees also have a ' ■* — ' "— ' ' ~ "■' 

arotMrionah vdio compriae STA^ a 
rfaadaq nui^at makraa and e 



email aa amlied to an individual trade, thej are aubatantial in the anregate — 
' " • - ■ on a $1 UUkm per year tax m all Americana aelling stocE. 

'm feea also have a tremendoaalv negative impact on the aeGnritiea 
1„ «ni>. memberahin. tba e"" ' ' u;-_i„i »._ 



inge BpeciBl ^ 
ovm aeeonnla in order to fulfill their legal raaponaibilihr to maintain cmlerly mariceta 
and to pnmde coatanen with tm-demand liquidiW. Section 31 tranaaetiMi fees oa- 
emte aa a gnaa receipts tax on these nrofeesionala. One STA member firm wbioi 
makes maiiato in about 100 Naadaq Mocfa estimated that iU Section 31 fee pay- 
menta amounted to a whiq^ing 60 percent of OTC trading income over a recent 16- 
month pcofiod. Aaotber fiiin fiMod that its aertkm 31 foe paymenU were a greater 
~~~~na than ito mtal pimento lor the building housing its trading activitiM. 

nild also note that it appeara the iwimary fiKtor contributing to the trans- 

actkn fee collectim overage is that the projections for the dollar volume growth in 
Hm markets have been based on extremdy omaervative asaumptiona. Actual trans- 
action fee collectioas have nmsiBtentjy ou^>aeed the Government's prcgactianB in a 
algnifieant amount Hie transaction fee ovwaee is not a result of a ten^orary siuke 
in viduma, but is a leoccurring and compoun£ng problem. Without a statutory cor^ 
recttw) that someliow limito t£e amount of fbes collected, the amount of the fee col- 
lacticn average will enitinue to grow exponentially into toe foreeeeable future. 
IV. CMiohuhtn 

SECs transactieo fees are no longer naer fees they have becmne a groaa receipta 
tax on the sale of securities. We nrge Congress to take swift, corrective actiom to 
eUminato the SECs transaction fee excess and reduce this tnudoisome and unin- 
tended tax on American savers, inveatois, and securitiesprafiHsionalB. While this 
result could be adiieved thou^ a number of approaches, STA will fiilly support ai^ 
initiatioe that producee mtaaingfiil relief tot all investors, including a rate cut, a 
cspi or another mechanism. 

In dosing, Mr. Chairman, STA applauds you for sdieduling thi* timely himrin y 

on an issue of great im] ' ' - *^ -^ . *>..._> r,. — »-._tf 

you, Hr. Chairman, «t«i 



iportance to our members across the Onited States. Hu^ 
Twill be h 



PREPABED STATEMENT OF ARTHUR KEARNEY 

Cbaibuan, SecuRmr Tsaders Association 
MAn3t24, 1999 



Gnpjtal ifarketo and a Member ofthe Board of Directcws at JobnG. Kinnard &Co., 
a Minneapolis inveetment company. I must tay, Hr. Chairman, that testi^ring in 
&nnt of a fUlow Hinneeotan makes me feel not quito m> fax from hcone. I do appre- 
dato the opportuni^ to be hare, and I Just want to make a couple of brief punta. 

First, I want to stress that racessive Soetion 31 fees affect ail mvestofS-^iot just 
pnrfiMaional tradraa. Institotional investors own over 60 percent of the all the Mock 
traded in the United Statea— thia means that todividuals who own stock indirectly, 
audi as throu^ a mutual fUnd or penuon plan, p^r the bulk of theae excessive fm. 

Second, I tMught that what I rudit beat be able to add here would be acme per- 
spective, not as Chairman of the STA, but as an empknner in the reraonal Inokerage 
and underwriting buaineas. Our firm trades Naadaq stocka and unoerwritea initial 
public offeiings-^nany in the Stoto of Minnesota. Some of the recent IPCs we have 
been invotvedf with indude Excelsior-HendMeon. a mottn^vle manufiwtnrer, and 
Zomax, an optical media software company. We also make marketo in apprcoimatoly 
176 Nasdaq sto^s. Kinnard employa over 3B0 pei^le. 

As Lee pointed out. Section 31 nee tmerato as a gross receipta tax. Ihis means 
that fbes are paid before Federal and State taxes, before salary, and before alloca- 
tions for ovaraead. The reeult is to minify the unpact on our firm's profitability. 
Changea In the Naadaq market— wbidi ibdnde increaaing costo pressuree aaaodated 
with the new order tiamWiny nilee, deamaUsation, and Year 2000 computer up- 
eradea^-are abrea^r redudnc the profitaUli^ of Nasdaq mai^et making activities. 
'"'•—«'« Section 31 fees onw exacerbate this situation. 

Kbr. Chairman, exoesaive Section 31 fbea negatively impact our trading revenue, 
and reduced revenues translate directly into fewer j<K)s. As a manager, when I am 
Innfc'wg at reduced revenue from Section 31 fees, what it means to me is that I can 
hire one leaa analyst, one leaa trader, mm leaa aiq^ort staff. Beduced revenuea go 
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ri^t to OUT battom lina, and ri^t to our con busiutM dodaions. It U really that 
•imple. Ezcoanvfl fees auo contnbute to reduced Uquidi^ in the market Hie nuyor 
imimct folia on thinly traded wiUkkM in amall and itait-up companies. 

1 promiaad that I would be brief, >o I will end by umag CoogreM to reduce the 
oceaaive tax on Ameriean bveaton, aitd restore the SBC's transaction fees to their 
intended DurDDse: Fundinc the SBC's regulation and supervision of the securities 
K you again for this opportuni^ to appear 

, , J . unmei " " ' "^-' " " 

tup on this important issue. 



PBEPARED STATEMENT OF BOBERT W. SEUAS 

CO-PRBSIDBNT AND MKHBER Or THE BOAKD OF DIRECTORS OF 

THb Sfbcuust Association of the New York Stock Bxchange 
March 24, 1999 

Chairman Grama, Members of the Subcommittee, good mominE. 1 am Rebert W. 
Se^iaa, Co-Prerident and Member of the Board of Directors of llie Specialist Aaaoda- 
ticKi of the New York Stock Exchange. I am accompanied today by Andrew Cader, 
Vice President and Member of " ~ ' ' - • - 

Aaaociatimi's views concening I 
curities ExcJwingg Act of 1934. 

nie Specialist Asaodation is cemprised of 32 broker-dealer firms which include 
all of the individual apecialists of the New York Stock Bxchange. Our spedalists are 
at ibe heart of the auction market of the world's most active atoA exchange. The 
Exchange's auction trading vaaktitplmBt ia tht mechaniam through which the prices 
tt stacks liatod on the Bxmange are 'discovered" and liquidity is previded to buyers 
utd aellars. We supply limiidihr when necessan to the proper operation of the mai^ 
ket, addng as buvttr or SMler m the absoice of public demand to buy or sell in our 
respective special^ stocks. We coordinate orderh trading in thoee stocks. Over 169 
bilUoo aharea of stod were traded on the Exchange in 1998 in over 136 million 
transactiDaB. Spedalists partidpated as prindpal, selling fi» their own aecounta in 
12.6 percent of those transactions, paying in excess of $30 million in Section 31 fees 
last year (an amount we expect to increase to in excess of $40 million this year). 
A total of $242.6 million was paid in Section 31 fees in 1998 on NYSE transactioiu 
by all NYSE member finna and their customers. 

Beginning in the 1930's, the Federal Government, through the Securities and Bx- 
change Commission, has collected fees in respect to the sales of securitiee registered 
under the Securities Act of 1933 ("Section 6(b) fees*) and in respect to the sales ef- 
fected in the trading markete sut^ject to regulation under the Eichanee Act ("Secticxi 
31 fees"). Althou^ these fees were conceived as user fees to defray ^e costs of Fed- 
eral securities regulation, the amounto collected have exceeded the coat of running 
the SEC ever since 1983. As discussed below, those collected amounts now surpass 
the SBC's budget by a factor of five. In short, the Section 60>) and Section 31 feea 
have become a general tax on capital raising. 

Fleaae let there be no misunderstanding. We support continued full funding for 
the Securities and Exchange Commission, an agency that has overseen our con- 
stantly growing, remarkably fair, and efBdent markets that raise new capital and 
serve the public investor, contributing to our worldwide reputation for fairness and 
iotegrify. What we object to ia misuse of the finanring meuianism designed to com- 
pensate the Government for providing that fimding — the Section 31 fee — through 
over-collection of the fee and application of the proceeds to completely unrelated 



objectives. 
WhenC 



a Gongressicnal appropriators began to increase the Section 6(b) registration 
fees annually in 1990, various Members of Congress recognized that the fee in- 
creases amounted, in reah^, to a new tax because the amounto collected so signifi- 
cantly exceeded the SBC's annual budget In 1993, the House responded by uoani- 
moualy passing a hill that, after fiscal 1998, would have required the SBC to set 
and collect fees for the exdusive purpose of recovering for the Govemment the cost 
of funding the SECs regulatory activities. No further action was taken on that bill. 
A similar efibit was made by both Chambers of Congress in 1996 in the National 
Securities Markets Improvements Act, to compel a slow-down and, finally, a reduc- 
tion in the amounts of Section 6(b) and 31 fees collected. Hie basic idea of limiting 
the Section 31 fee to the cost of fiindii^ the SE!C, however, has proven to be very 
elusive. 
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bi fiscal 1997. Om SECa coll«ctuna fnm Section 6(b) and 31 feas (and all oUwr 
aouma) gnw to $990 million, mgnificantly mora than thrae timea tha agan^a 
badgat oTISOS mitUtti. To bring transaction fees back into line with the cost of run- 
nine tba SEC, a biportlaan bill wu introduced in the Houaa in 1998 to cap Sectim 
31 leea. Anotber Uu waa introduced in the Houaa in that jear that would have cut 
the Section SI Cm in half rather than canptng it llieae initiatives were coapentored 
by over 60 House Menben and one or the ouer was endorsed by, among mai^ oth- 
ers, the Security IVadera Aaaodatim, the Chicap) and Pacific SioA B 
Securities Industqr Association, the NASD, the nrafit 3hariiig/401(k} C 



., ___ _ M other was endorsed fay, among mai^ 

era, the Securi^ IVadera Aaaodatim, the ducago and Padfic SioA Bunangas, 
Securities Industry Association, the NASD, the nrafit 3hariag/401(k} ConndC Ai 
kans for Tax Beiorm, the National Taxp^rers' IWon, Citizens for a Sound Ecrai- 



onqr, tiie U^. Chamber of (Commerce, aa well as the New York Sto^ Exchange and 
our Aaaodation. Neither bill waa voted upon. 

In 1998, the SEC^ fee collections mushroomed to an astounding 11.78 billion. 
Hurt is, the SECTa fee collections amounted to S'A times its $322 million budget. 



Our ctdleagosa of the Security Tradara Association have laid out in detail in their 
written testunonv to the Subcommittee the histoiy of bow the Section 31 fee has 
been transformed from an SEC fiinding mechanism into a general tax and the ef- 
forta of Members of the House and the Senate over the last decade to return the 
Section 31Ii»e to its original purpose. We wish to associate oursetvea with the STA's 
recitation of that hiatoiy and see no need to repeat or elaborate u 



thinn stand, tiie Section 31 fee cannot be viewed as any^ing but a tax on 

ale of secu 
. y 

ti 

huge nni 
■ion plans, and (Aier finms of retirement accounts. 



ttte sale oTsecurities, a purpose for which it waa never intended Tliat tax, aitheu^ 
levied in ralativaly amall incrementa, is creating a near billion-dollar drag on the 
capital markets, tbat drag on our markets rroreeenta a cost paid t^ all investors, 
including the huge number of individually ■iwftll participante in muKial funds, pen- 



G^eral tax revalue ia the elective oTotlMr lawa, not the Exchange Act. Congrea- 
Honal action to restore the unmtended tax now represented by the Section 31 fee 
to its original purpoee — to fkind the operatJons of the SE!C, and not for any oth^ 
^pe of Federal expenditure— is long overdue. We applaud your inquiry into this 
matter and hope for a solution in tne near term. We would support any realistic 
methodtrfadiiaving the idnectiveofbrini^ng the revenue collected firom the Section 



The Asaodatim) is thutkiiil for this opportunity to express its views on the Sec- 
tion 31 fee. Thank you, Mr. Clhairman. 

My colleague, Mr. Cader, and I would be pleased to reqiond to any queetiona you, 
other Senators, oryour ataif may have. 
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Semritiei Regiftratioo Fmi Under Ac 
Nattoul Secdritkf Mariuti ImprovMoent Act of 199« (NSMIA) 



riKalVear 




1997 


$300 


1998 


$295 


1999 


$278 


2000 


$2M 


2001 


$250 


2002 


$239 


2003 


$22! 


2004 


$209 


2005 


$205 


2006 


$200 




$67 
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STAIEHKNT OF IBB NEW TOBK STOCK EZCHANCK 

CHICAGO STOCK EXCHANGE 

NATIONAL ASSOCIATION OF SECURITIES DEALKBS 

PACIFIC EXCHANGE 

SBCtntmES INDUSTBY ASSOCIATHm 

SECURIIT TRADERS ASSOCIATION 

TBB SPECIALIST ASSOCUTKXf 

BEAR, STEARNS A Ca INa 

LEHHAN BROTHERS INC 

*""«"-'- LYNCH * CO^ INC. 

MORGAN 8TANLXT DEAN VTITER A ca 

PAINEWEBBBR INCORPORATED 

PRUDENTIAL SECURITIES INCORPORATED 

March 34, 1999 



d you for holding tUa huuing mi Cbm collected by the Secu 

dtango Gonuuauon fbr the ptnpoee of fimdiiiff tiie SECa nqiulatoiy n 

— '-■'—- invDbed in the pwment and ooDection of feea impoeed on wctiritiea 
Iw npraMDt the mei^et profeeiionale who p^ aodi feee, we have 
n br&giiic the feea paid man into Kahiw with the Kmutipiiatad 



budfetitftheSEC. 

Feea have been impcMad on liated aacnritiea tranartiona ainee the paaaage of the 
Seeuritiea Exdiange Act ol 1934 for the pnipoee of Ainding the aperatiraB of the 
SEC, almg with oUiar feea auch aa thoae 6u n^iatMing aeciuitiee. Ilie a * '' 



a inveatma and buaineaaea and pata toe VS. aacnritiea maifceta at a cranpettthm 

diaadvantace. 

Hie NatKHUl Securittee Hadeta Improvement Act of 1996 (NSHIA) reatmctured 
— '— ■ SECa feea with the intention <tf creating a predictable funding ai '— 



the SEC and reducing, over time, the bee collected by the SEC. Thia legialation cre- 
ated pui^ irf treatment betweoi exchai^e-liated and over-tiie<oimler aecnritiea by 
extendiag the trsnaaction tea, previoualy impnaeH mfy on trading of exdiange-liatad 



depoaited aa oflbettjng coUectiona credited to the SBCa antroiaiationa ai 

coQected cm tnnaaetioaa of exdiange-listed aecnritiea are depoaited in the Guieral 

Fund of the Tyeaainy. 

NSUIA alao added lanjcuage to Section 31 of the 1934 Act explicitly atating that 
tranaaelion feea are "designea to recover the coata to the Government of the euper- 
viakm and regulatioo of aecuiitiea marketa and aacuiitiea profeaaionala^ and coata 
related to audi auperviaion and regulation, including enforoemmt actintiea. policy 
and mlamaking activities adminiatrntiaa, l^al aervicaa, and intematioaal r^u- 
latory activitiea?' (Section SKiO. Recovery of Coat of Servicea) 

N^AU waa intended to bring the SE(7a fee edlectjona more in line wiQi the levd 
of flinding iqipropriated t^ Cwuraaa. Thia goal haa been thwarted, however, becanaa 
market average a have greatly mcreaaed to levela unfi w eeeen in 1996, and trading 
volnme haa increaaed aubatantially ainee that time. Aa a reault, actual coUectiona 
of tranaaction fieee are aignificantly exceeding the levela projected dniing conaider- 
ation of NSHIA, and they are prcnectad to do ao into the future. 71m revenue gen- 
erated l9 Section 31 tranaactioi feea alone In fiacal year 199S waa $476 miUoo, 

■ ■ $31S miUic * * * 

^ )eed $1.6 bi . 

aiqmqmatad funding of $337 minion. 

Feea collected in ezceea of the coet to the Government of the anpervimon and regu- 



fiiw fba S^, it ahouU not be requind to piky fbea greats in exoeae of tM S 
budget wfaia fUnd unrelated parte itf the Govwnment. 

We fevor an acceleration of the timetaUe approved 1^ Congreae in 1996 fer redne- 
ing Ota Section 31 tranaaction fee. A atcmed-up timetable lo reduce feea aa ao<m 
aa poadble is justified by the unanticapated increase in market activi^ whidi haa 
reanlted in aignificant overfunding fitom fee coUectiona. Hw reduction would benefit 
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■11 mArket pnrtJdpaiiU, including individual invMton, penaion funda, mutual fimd 
inYeatora, ud Uie markat professionals who provide customen with on-demand 
liquidiW and maintain orderly marketa. Such a reduction of the Section 31 trana- 
actHm fee wouM in no way jeopardize the SEC'a fee rerenuea, even in the event of 
reduced nuurket activiW. Imder current Congreseional Budget OfSce estimates of 
transaction fee and otner revenues, total fee income will continue to exceed the 
SECa budget well into the fiiture. 
lluuik you for conaideration of our views. 



statement of the new york stock exchange and 
the national association of secubthes deausbs 

March 24, 1999 

Hie Mew York Stock Exchange (NYSE) and the National Asaodation of Securities 
Dealera (NASD) commend the efTorts of the Senate Securitiea Subcommittee to con- 
aider the issue of fees collected by the Securities and Exchange CommisaJon for the 
purpoae of funding its regulatory operations. We strongly aupport full funding for 
the SEC BO that it can continue to do the thorough ana profMsional job it has al- 
wws done. We share the concerns of others in the aecuritiea induatiy that the fees 
awwcted are far in excess of the SEC's appropriatad budget provided by Congress, 
and we believe that this situation conflicts with Coomaaional intent that fees are 
meant to recover the costs of r^^lation, as stated in Section 31(a) of the Securities 
Exchange Act of 1934. These excess fees represent a tax on investors and on capital- 
fonnaticML 

lite NYSE and the NASD favor a reduction in the rate of the fee impoaed on secu- 
ritiea transa^ionB under Section 31 of the Exchanj» Act We advocate a nte reduc- 



tkML rather than an annual cap on fees collected for reasons of equi^ and adminis- 
trtfion. We ere concemed that a cap would treat investMa inequitabiy depending 
on when during the year th^y entered into securitiea transactionB. Hiere is no p<dinr 
raaaon to &vor investora who trade later in the year, after a cap would be triggered. 
Aa two of several orgaoizaticoa that collect Section 31 fee* aod traoamita them 
to the SEC, the NYSE and the NASD are alao concerned about the adminiatrativa 



raiadwd until exceas revenues had been collected. Feea collected between the time 
tbe cap would be reached and the time the SEC and the vaiioua nmrketa could be 
M> informed would require rebates that would impoae axceaaive and unnecaaaaiy 
Gosta on us and other securities markets. 

We stand ready to work with all interested and affected parties to ensure full 
fimding for the Cammiaaion and a foir reduction of the Section 31 fees for investcov. 



STATEMENT OF ROBERT H. FORNEY 

President and Chief BxEcirnvs Officer 

Chicago Stock Exchanoe 

MARCH 24, 1999 

Chairman Grama, Ranking Member Dodd, anH other distinguiahed Membera of 

the Subconmittee on SecuntJes, I appreciate jmur interest in the Section 31 fee 

— e and welcome the opportuni^ to offer my views on behalf of the Chicago Stock 



ahaMS traded and 16 million trades executed — transactions repreaentinff a tot 
value of over $298 billion. We are known as an innovative low cost, and hi^bqus 
i^ eqnilY marks4>'Bce that ia a leader in technolofQr. For example, in 1997 v 
b^ian roUing out a new gmeration of Wndows NT serven and windows NT 
doiktt^ for our floor membew. the first exchange in Uie worM la do so. Iliese sys- 
tems provide a significant boost in productivi^, capacity, nnd nliabiU^ while re- 
ducing operating ccaU. Hie new tedmology proved ita ahiUties on October 28, 1997, 
and tnrou^iout our aubaeqnant record-Vunme y«ar, when it eaaily withstood the 
presaore « processing wall ow 2,000 trades a minute. IIm CHX also uniquely ben- 
efits the investor ij providing the only auctioD market fbr Naadaq stodu. These and 



L.LiOOgIC 



other aspecU otmir atduuge — auch tm «st«nded trading boiin, automated price im- 
piwemeiit, and the ahilibr to trade 4,000 iiauea, more than any other exchange in 
&e world-diMinguiah the CHX. 
The Hiatory and Pnrpiwe of Section SI Feea 

Since Uie igSCs, the Securitiee and Exchange Cammiiako haa collected bee co 
■ecuritiea reeatnition filinga uodw Section 6(d) of the Securitiee Act of 1933 and 
oa azdiange-liated eeeuritiea tranaactiona undn Section 31 irf the Securitiee Bx- 
diange Act of 1934. llteae fees were depoaited in the U.S. Titsaaifm General Fuod 



■a guteral rt 

b 1996, CongreaapaaMd Public Law 104-290, the National Securitiee Haritet 
Improvement Act (NSMIA), whidi, amoiw odier thiiun, extended toanaaetioo Cmi to 



the Naedaq auuAet and set fees tte betn exchange^sted and Nasdaq 
-* "-- erf I percent of the aggr^-'- -*-" ' -' — '- -' '"- 

la to droD Ia Una of . ,, , . , , ... _ „,„„ 

7 language, is to. 



at Moo erf 1 percent <it the aggrepte doDar amount of salea of aecuritiaa transacted, 
with the rate to drop to Vteo Ml percent in fiscal year 2007.* Hw purpose of the 
fees, as expressed in the statutory la 



recover the costs to the Govemotent of the superrisiMi and regulation of 
securities markets and securities profesaionala, and casta related to such 
suparrision and regulation, including enfivcement activiliea, poliqr and 
mlemakin^ activitiaa, administration, legal swicee, and iaternatJoaal i^- 
ulatoy activitiea.* 



that at the end (rfdM a . 

aatroariroately equal to the ooet of running the agency.'* Hie Presidents signing 
statement nirted that ^10 Iwialation *wiO save luindrsds of ■"'ii"f"f (rf dollars tot 
American bosineesee. Corporations will botetSt from the redaction in SECs fees.'* 
Hie Cane Vor Reducing Section SI Fees 
Ssction 31 Fte CoUtetituu Far Bxettd Eiqitetatioiiu and the SSC$ Budget Ntedt 

When the NSMIA's fee structure was eatablished in 1996, no one coaU have an- 
tidpated the expkeion In transaction volume that has occurred and the huso in- 
crease in fees that are being collected as a result. As SEC Chairman Arthur Levitt 
noted in 1998. 

It)be pngections made in 1996 wrttea NSHIA was enacted did not antidpata 

the strength <rf the bull maAet we are etuming today [in Mardi 1908}. 

CoUectioas are currently up across the board— not only fik Nasdaq tradea. 

CoHedioos will continue to increase if market activt^ continues to grow.* 

Chairman Levitt also nporUi that sinm 1983 the SEC has hem a net contrOnitw 

to the ^masuiy, coDacting in asgregate over $2.8 bUUon more in feea than the Com- 



It ia our undMstanding that in fiscal year 1998, that the revanne generated by 
the Section 31 transaction fees aleae (not '"-'"■"■g other fees, sndi as lasislialtiai 
fees, collected by the ITOC) was $476 milliMi. lAidi exceeded the I^Cs «stir« ap- 
prniriatad budget at $318 million. In fiscal year 1999, total SECs fees (i~.i»Ht«j 
Sedion 31 and other coUeeted fees) are expected to exeeed $1.6 iSOiim, man than 
four timee the Conunisaioa's appn^iated ninding of $337 milUea. And the shandy 
inoeaaixw volume of trwnaactions is mected to continue. Fte manr reasons tut 
indude the growing investor activity in the United States and around ths wsrid, we 
believe that even u maAet values decline, tranaaction vohime is Uksly to omtinae 
tajnow. 

TUa unexpected growth in securities market transactions since 1996. which at our 
exdiange has averaged more than 60 percent growth per year, nrondes sotBdnit 
reason nr Congreas to revisit the fee structure estabhahed in NSHIA to bring it 
more in line with the purposes Congress srticulated. If left undw^ed, the Secoan 
31 fee is expected to continue to swell, imposing a back-door tax on capital and 
liiwiHftj the U.S. securities industry's abili^ to fund innovatian or to aggressively 



■HJL Coof. Bap. No. U>t-S6i, at 40 (1996), rariiOtd in 1996 UJS.C.CAlf. 3877, 3931. 
<Stslam«nt by ftasidoit wmiun J. CUntoo tqna Svung HJt.SDDG, 32 Waikty Cemp. hss. 
Dsc 203S (Oatobsr 11, 1996). 

~ ' gAmsto ia Bsspeass ts 
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Saeiion 31 Ftt Strvetan Barma Compttitiim in the Indtutry 

Exeea«iv« Section 31 fees abo radun eompetitioo within the indiutiy. The CHX 
is a re^nud exchange that trades iecuritiea that are listed and also traded oo the 
primaiy maAets (the New Yoilt Stock Etdutoge, American Stock R«ffhange and 
Nasdaq). CHX cenyMtes tar these trades almost entirely based upon i^uali^ and cost 
ttf azecutioB. To be successful, it must better ttie primary maruta m tMse areas. 

Hm (3IX strategy is to nin a cost advantage orcr its competitors throuefa greater 
reliance ro technoIoKy and enhance prodoctm^. Hie CHX nas invested newrUy in 
creating systems tiiat can efficiently (ooeees luge numbers of transactions, 'roesa 
investmsnts are fixed costs. As volume increases, these fixed casts are being ^read 
cpver a greater number of trades, which, in turn, allows the CHX to reduce trans- 
actiim Cms fis users of its maAsts. Hie strategy has proven to be successful to the 
point whwe there are now many products that bnre no associated exchange fee. 

While the CHX has bem able to reduce its transaction fees as volume has in- 
creased. Section 31 fees have remained constant lite result has been that an in- 
creasingly lar^ percentage of our customers' cost of doin^ business at the CIJK is 
beyond our sbUi^ to control. Cost is, in largo part, what gives the CHX a competi- 
tive advantage and that advantage growa as our volume grows. A Government tax 
that remains fixed r^ardlees of volume limits our abili^ to compete and inwides 
a disincentive to purxiSng further volume-related effidendes. 
Section 31 Ac* Ham Our Ability to Compete IntenuUiotuilfy 

European exchanges sre «>M«liiiMtiin their operations. It is our view that, in the 
near future, only a few large exchanges are likely to dominate the European mar- 
ket. Tliese exchanges will poae a competitive threat lo U.S. exchanges should ttuqr 
add U.S. securities to the multinational mix of securities traded in their markets. 
Hm abili^ to route orders over vast distances to foreign markets and to receive 
prompt reports of executions is becoming less difficult with each advancement in 
communications technology. National boundaries are losing their relevance in the 
sseurities markets. 

Foreign competition with the U.S. exchanges exists today. The New York Stock 



diange that will allow it to compete with foreign taking i ^ 

busi^ss in NYSE issues during businsM hours in their own time zones. Other UJS. 



[chanji^ are considering extending their taading hours, as weU. 

Ftwei^ exchanges will bo in direct competitiim with U.S. regional exdtanges for 

_j„ :*!„ i!.»-j -_ .1.- us priio™ securities markets. The foreign eot- 

regional exwanges have found, that to be success- 



ftd^^ 



a cost advantage over the U.S. regional exchanges. This advantage could prove crit- 
ical to the CHX and to other U.S. renonal exchanges that compete with the primary 
markets, and with each other, basM largely on their ability to provide lower-oost 



"Rus potential competitive threat can be seen in the fin<itii-j<il futures markets 
which, since their inception in the 1970'b, have been international maikets. Traders 
from around the world direct orders to U.S. futures exdianges to trade foreign cur- 
rent. Eurodollar, U.S. Treasury Bond, and other financial futures contracts. Simi- 
larly, trodwa from around the world direct their orders for German Bund financial 
futures to a German futuree exchange. As recently as 2 years ago, those traders di- 
rected their orders for Bund futures contracts to a futures exdiange in England. In 
this exam^e, the buBineu left England and went to Germany because the futures 
exchange in Germany could provide the same product in a more cost efGdent 
means. Hie lessons learned firom events in the international derivatives markets 
also can apply to securities markets. We can expect that investors will shift from 
a market m one country to a market in another to trade the same product at a 
lower cost, just as has happened in the derivativea markets. Anything that impoaes 
higher costs on U.S. exchanges, such as excessive Section 31 fees, risks harming our 
intemstionsl competitiveness. 
Hie Current Section SI Fee Structure Deserves Congressional Attention 

As we have noted above, the current Section 31 fee structure was carefully crafted 
1^ Congress in 1996 to meet important public policy goals. Indeed, the CHX. sup- 
ports a fee structure that provides a stable, long-term fimding mechaniam for the 
SEC to ensure that its essential ref[ulatonr and oversight Auctions are continued. 
Today, the Commission's funding is no kmger in question. Given the «q>lotive 
growth in securities transsctions and the ukelihood of continued f'TWfffi'm. the 
issue has becnne whether the current Section 31 fiM formnla is ^iprqiriate in 1999 
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dosfary coata for our mamban md all invaaton. Wa ium Conpeaa to addraaa ti-_ 
Saction 31 foa ■tructore to aDiara fall Riodiiif for tha SEC irtula radaddf tha bui- 
dan on U& azehansM, tbeir membara and invaatwa. Tb» CHX ta aagar to mu^ 
with the Subeommittaa toward thia nat. 



B i^praaata 

mt uaview 



-jaTiewBof tba Chicago Stock Excha 

IT aflbrta on knraiing trading coata while a 

critical ctf iadnatriea. 



fflAIXHENT or THE VA. SECUHITIBS HARXETB 

HABCH24, 1999 
Thia atatement ia being made on behalf of the U^. Securitaea MaAeta with f»- 
apect to tha Commodi^ EiichKnge Act (CEA) raauthoiixation iaauea. Hie Agriculture 
Conunittaea of the Senata and Houm of Rapreaantativea bava publiahed a aeriea of 
queatiiHia partaining to CEA reauthorication iaauaa. Thia atatament reaponda to the 
quaotiona afbcting the U.S. aacurltiea mariwta. Tlie aacuritlea mai^ata iaauing thia 
atatenent include the American Stock Exdiange, Boaton Stod EidiangfcChkage 



Naadaq Stock Marke^ Natioiial Securitiea Claaring CorporatiacL N«w York Stock 
Exchange, Pacific Exchange, Philadelphia Stock Bxduuge, and "Am Optiona Clear- 
ingCorporatiiMi. 
lite Agricnlture Conunitteea oT the Senate and Honaa ti Rapreaantativea are en- 

««g«»d ■ 

denva 



with the C^A reanthorizatioB. We welcome thia opportunity to offer our viewa oa 
tha CEA reautboriaatioD iaauea that affect the effiaen^ and intepity of the U.S. 
aecuritiea marketa. Our aecuritiea maAeta are the lifoUood ot U.S. civital mariieta 
and a«rve aa the invaatment vehicle or retirement aavinga dioioa fi» over 70 milUoa 
Americana. Ilieir effective and aound oparatioD ia vital to tha baahh of tha UjS. 
eeomu^. Conaaquently, the U.S. Securitiea Uarkat Coalition <Coalitim) haa an im- 
portant intareat in two iaauaa ariaing from the CEA raanthoiixaticn tiie treatment 
of fiiturea on Individual atocka and narrow-baaed atoek indexea and tha atatua ot 
equi^ Bwape — that are int^rally related to the aecuritiea marketa. Hie Coalttian'a 
poaibon on each of these iaauea ia deacribed below. 
Fntoraa on Individual Stocka and Narrow-Baaed Indaxea 
Awition.- 

lliere are significant regulatory diaparidea between the aecurities and fiituiea 
marketa. If futurea on individual atocka and narrow-baaed indexea were permitted, 
the diaparitiea could cauae these producta to diarupt the aecuritiea mai&eta, jec^ 
ardize the pricing validitv of the underlying aecuritiea marketa and therein impair 
market integri^. lliua, toe ban on the uae of futurea on individual atocka and nar- 
row-baaed indexes ahould be maintained. 
Background: 

Tlie prohibitioo against futures on individual stodu waa the reault of a juriadifr^ 
tional accord between the Securitiea and Exchange Commiasion (SEC) and CFTC in 
1982, commonly referred to aa the "Sfaad-Johnaon Accord" (Aixord). The Accord 
treata options on securities and optiona on a group or index of aecuritiea aa aeeuri- 

8 while regulating futures on a tvoad-based index of atocka as futures o 



Jatin g fi 

under the CEA. Dwing negotiation of the Accord, the SEC expressed serious o__ 
cams about the posaibili^ of futurea on individual atodu. Hie SBC and aecuritiea 
markets were concerned that if stock futures were regulated aa futures and not aa 
securitiea, the tack of aecurities ma^et protections could cauae atock futurea to dia- 
rupt the market for the underlying stocks and impair market integri^. Unlike aecu- 
rities. including stock options, liitiL'es are not subject to insider trading prohilMtiona, 
Buitatnlity requirements fi>r recommendationa to cuatomera and comprenenaive dia- 
doaure proviaioos. Futurea alao have substantial leverase due to very knr margin 
reiiuirementa. It waa the SECa view that the extreme niturea leverage, combinad 
with the lack of k^ aecuritiea maAeta protectioas, wouM enable atodt futurea to 
be readily susceptible to manipulation of the stock market. 

Deamta these concerns, the CFTC insisted that stock futures be regulated under 
tha CEA while the Securities and Exchange CMnmlaaJMi believed tbey ahouU ba 
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ngulstMl u HcuritiBa. Am a CKueoueDce of this diMgnanent. tba two wnidM d»- 
termined to ban futures oo individual atocka. llwy alao agr««d to prohibit future* 
rat narrow-baaed ind^iea of atoda, whidi eaaily could be uaed aa a aunDgBto for a 
future m an individual ttodL ^us, futurea rai aecuritie* were limited to teioad mar- 
ket indesea, where the breadth at the index would minimise the poaaitnlity of in- 
aider trading and manipulation conceina. 

We believe that the conceraa expreaaed by the SBC and aecuritiee ma^eta in 
1982 about atodi Aituna are atill valid todasuFca eocampla, there continae to be no 
pr^iibitiona a^ainat inaidw trading in the CEA, eo a peraoD could trade o ' 
mfbrmation with impunih n^ig^g -***w ^ ** " ■■■■ ai"-*Ji"i« *k*B» ■»>» •«* ■>■ 

proviaiona br reconunendatfuitb . , „- _- 

■acuritiaa lawa. Fntnrea rulea aaiy require that a aaleaparaon collect fin^mi-ipt and 
other infbrmatiaa on a new customer irtien aRjiroring the cuatomar to open a fu- 
turee account. Ilwre is no requirement that a aalesperarai reoonunending a fiiturea 
transaction to a cuatomer determine that the recommendation is suitable for the 
customer. In centraat, the aecuiitiea rulea require a brewer to det^miine for every 
reconunendatioo that the recommendation is suitable for the cuslmner. Because « 
the lack of securities — tike auitabili^ provisiona for futures, if futures on individual 
stock and narrow-based indezea were permitted, they couM be freely marketed to 
nnsophiattcated and unsuitable investors. 
™' — "~', futures transactions require a much smaller margin than do securities 

JUM. *Hargin" refers to the initial ptmnent required to establish a position 

in the futures or securities marksta. Stock mdez futures margins usually represent 
6 percent or less of the contract value, whereas the Federal Reserve Board estab- 
lisJies a 60 percent margin requirement for stock transactitms. For securities op- 
tions, purchasers must p^ the full purchase iwiee while sellers must put up marnn 
equal to the premium plus IS percent for optirau on bread-based indexes and the 
premium plus 20 percent for optims on stocks or narrow-based indexes. Hius, to 
purdiase |10,000 worth of stock, an invested would need to make an initial pnrntient 
of $fi,000. A stock option writer would have to pay the options premium plus |Q,000. 
To establish a comparable futures position, however, the initial p^ment would need 
to be only $600 (assuming 6 peroent marguL which is the ^icaJ atoek index futures 
margin). Should futures on mdividual stocks or narrow-baiMd indexea bo allowed, 
audi dramatic diquuities in margin requiremento for stock fbtures and securities 
transactions could have profound ramifications for the U.S. equity market in three 
areas: Customer losses, systemic risk, and manipulation. 

Lewage mtd Ciutoma- Lota: Leverage relates to an investor's exposure 
to loss from price movemento. Hie greater the leverage, the greater the risk 
of subotantial loss. For instance, a leven^ed investment of 6 percent— the 
^rjrfcal stock index future margm — magnifies loss assodated with a small 
price movement twentyfold. In times of market volatilitv, highly-leveraged 
investors are expoaed to huge losses and sre requiraa to produce luge 
amounts of cash to cover margin calls. 
Ltvtmgt and SyaUmic Risk: In times of extreme market volatility, the 

— '-' ' — ' ' are strains on liquidi^ and en- 

„ , , IS a whole. Investors struggling 

to make futures margin calls m^ weU liquidate cash securities trana- 
actions to raiae needed fimds. mdesmead customer defoulto stemming 
from Uie overuse of leverage could significantly impair market integrity. 
Leverage and Uanipulation: ^te high d^ree of leverage for Aitures, 

_i »_-._j ■_.. . «.. r__i_ _»..L .j^ would oignificantty 

sin a large profit fiurn 
a futures position due to a move in a single stop's price could induce at- 
k Ihe heightened risk of mauipnlation 

_ , „ futures to destobilise tiie slock maAet 

and impair the integri^ of the equi^ pridng mechanism. 
With mrer TO million Americans inveated in the stock market, either directiy or 
through mutual fUnds, and taa» of millions more investing through their pension 
plans, it is critical to maJnUin the pricing iategtity and sound iqieration of the secu- 
rities markets. It is imperative that the eoncems about the regulatory treatment of 
future* on individual stocb and narrow-based indexea be appropriately and com- 
pletely addressed b^>re aiQr reconsideration of the Shad-Johnson Accord is under- 
taken. Otherwise, the lack of important maAet and inveator ssfeguards designed 
to deter manipulation, insider tradiiu;, excessive leverage, and unsuiteble sales 
practices woula lead Aituree on individual stocks and narrow-based indexes to dia- 
~ipt the sscuriliss maAete and undermine investor confidence. Gonsequoitly, in 
^t of the regulatory disparities between futures and securities, the CodOtion 
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omxWM a liftinB of the ban on ftituTM on individual stodi and 



Equity Swap* 

Equi^ Bwapa sbouM not b« aubjact to tha CEA. Clarifiing tha lagal itatua of aq- 
oitgr Bwapa would banefit daalara, md-iuen, and the maneta genaTaUjr. If Coosreaa 
delenninei to provide clarification of the wgtl atatut of equi^ si*ap*> it ahouTd do 
•o by exduding eqiuity awapa frmn the CEA and makiag dear that the SBC has the 
anUterity to nerciae appropriate ragulatoijr oversi^t om thesa producta. 
Baelignund: 

TIm Dapartmant of Ti*saaij, the Federal Haseive Board, the SEC, and the mar- 
ket partiapanta believe that equi^ swape are not, and should not, be sufaiiect to the 
CEA. In general, tha CEA is dMignad to ragulata aachanga traditd (bturea and is 
not stouctured to cover privately negotiated bilateral instruments such as equi^ 



liei 



CFTC has the autbon^ to « 



dal marketo. At the same time, an exunptive ai^roadi to equi^ swaps could raise 
implieatiMU about the SECs abili^ to leact to issues arising fnm this product Thb 
SaC, as regulattff of the aecuritias maAeta, has an important interest in instru- 
ments invotvinc the securities maikets. Henco, if CM>gnss determiius to imivide 
greater legal certainty for tmatv awapa vis-a-vis the CEA. it should do so bjr ezdud- 
tng equity swopa from the CEA and making clear Uiat ute SEC has the authori^ 
*o exerrine apramiriate regulatory oversight ov«r theaa iweducls. CoDgreas should 



woikwith the SEC to arrive at the prcqier 1^^ certain^ afqiroadi. 

Sane parties hove tried to link the equity swaps issue to the stodi futures 

"n^ Coalition b<dieves that the two producta warrant comidetaly different analsraia 
in rocard to the CEA. Swaps an privately negotiated instrument^ stock fiiturea 
would trade in a pubUc manet. Equity swaps merely derive their pricing tnm the 
equi^ maikets, while stock futures irould affect the price discovery "™^«"""' of 
toe equity manels. Hence, the real link between the inoducts is oot their treatment 



moAets should bo the common QiMne in addrsMin^ btrth products. Our pooitionB 
both fx ttoA futures and equi^ swaps accomplish this goal. 

Hm U.S. Securities Mailets V>6k ibrward to the opportuniw to woA wit h Co n- 
grass as it graniles with th« difficult issues posed by reauthcvuation of tha CFTC. 
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